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became significant, and has remained 
at high levels continuously ever since. 
By the end of the 1930’s, the Internal 
Revenue Code had been amended to 
permit the averaging of income for tax 
purposes through the device of the carry- 
back or carry-forward of net operating 
losses. About the same time the decline in 
the long-term rate of interest brought 
about a wave of refundings of bond issues, 
thereby creating a special problem for the 
public utilities in the calculation of net 
income for a specific year. During the 
1940’s, the device of accelerated amortiza- 
tion became widely employed. These his- 
torical developments, and other similar 
ones, gave rise to a substantive problem 
as to the proper treatment of income taxes 
in financial statements. According to re- 
cent volumes of Accounting Trends and 
Techniques a significant number of the 
companies surveyed treat income taxes in 
Some special way in their published re- 
ports.’ 
This artiete is attempt to classify 
and analyze some-of the reporting prob- 


I: the 1930’s the corporate income tax 


' See, for example, American Institute of Account- 
ants, Accounting Trends and Techni in Published 
Corporate Reports, Eighth Edition (New York, 1954). 
Table 37, (page 121) “Tax Reserves,” classifies the spe- 

treatment by 64 ne in 1953 out of a total of 

surveyed; on page 172, Table 11, “Income tax ad- 
justments—1953” reveals 53 companies reporting allo- 
Cation of income taxes. 


lems and their solutions created by the 
existence of a substantial tax on business 
income. The major problems omitted from 
this discussion are those relating to (a) 
consolidated financial statements, and (b) 
the carry-over of net operating losses. 


I 


For analytical purposes, the following 
considerations are relevant as a basis for 
discussion: 

(1) To judge by published financial 
statements, businessmen and accountants 
insist that income taxes are an expense, to 
be taken into account before arriving at 
net income for the year.? If income taxes 
were treated as a distribution of income, 
after the manner of dividends, most of the 
problems associated with the reporting of 
income taxes would disappear; in that 
event the amount of the tax bill, as re- 
flected in the tax return, would be charged 
directly to retained earnings. Further- 
more, in one important area, namely, the 
public utilities, the regulatory commissions 
treat the income tax as an operating ex- 
pense, coordinate with wages, mainte- 
nance, depreciation, and the like. The 
present discussion assumes, therefore, 

2 “Income taxes are an expense that should be allo- 
cated, when necessary and practicable, to income and 
other accounts, as other expenses are allocated.” Ameri 


can Institute of Accountants, Accounting Rasearch 
Bulletin 43, p. 88. 
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that the income tax is an expense, as in 
fact it is from the standpoint of the stock- 
holder, for whom most published state- 
ments are prepared. 

Accordingly the analysis which follows 
is in essence a report on the consequences 
which follow logically from the premise 
that income tax is an expense. If the 
analysis is in fact logical, but the results 
unpalatable, then the fault must lie with 
the premise. And he who does not relish 
the results must be prepared to demon- 
strate in what way a dollar of tax differs 
from a dollar of wages in its impact on the 
interests of those for whom financial state- 
ments are prepared. 

(2) Accounting reports often recognize 
a distinction among operating and non- 
operating revenues and expenses, and 
direct charges and credits to retained earn- 
ings. As a consequence, a problem is 
created concerning the location of the tax 
provision in the financial statements of a 
given year. 

(3) Certain items recognized fully as 
revenue in the books are excluded from 
income in whole or in part for tax pur- 
poses, e.g., interest on tax-exempt bonds. 
Certain business expenses are not de- 
ductible for tax purposes in any year, e.g., 
lobbying expenses. In addition, special 
concessions, such as percentage depletion, 
exist in the tax law.* This class, represent- 
ing differences between tax and business 
income, presents no special problem in 
reporting, except as individual instances 
may fall under (2), above, because there 
is no offsetting tax effect in any other year. 
The denial, for example, of a deduction this 
year for lobbying expenses is absolute; the 
deduction cannot be taken in some future 
year or carried back to some prior year. 

3 See Supplementary Statement No. 4, “Accounting 
principles and taxable income,” issued by the Committee 
on Concepts and Standards Underlying Corporate 
Financial Statements (American Accounting Associa- 
tion), AccounTING REviEw, October, 1952, 427-30. 
The discussions of the Committee prior to the release 
of this Statement suggested many of the ideas developed 
in this paper. 


The total effect is worked out in the cur. 
rent year, with no accrual or prepayment 
of income tax involved. 

The case of an appraisal increase also 
fits this situation, that is to say, a restate. 
ment of assets reflecting an increase jn 
exchange value and not merely a correc. 
tion of an over enthusiastic amortization 
policy in the past. If the results of an 
appraisal increase are recorded, the addi- 
tion to asset vaiue on the books does not 
constitute an addition to basis for tax 
purposes. The increase in valuation is not 
taxable in the year of recognition per 
books; the related subsequent amortiza- 
tion is not deductible on the tax return. 
For tax purposes, the appraisal does not 
exist. The tax situation then is not affected 
in any year by the decision to record an 
appraisal increase or to omit it. 

As a consequence, the effect is to in- 
crease or decrease the tax burden of the 
entity involved, as compared with that of 
taxpayers who did not have these exclu- 
sions or special concessions. At most then, 
all that is needed in the published state- 
ments is a short explanation, e.g., that 
cost depletion is used in the income 
statement, while the higher amount of 
percentage depletion is used on the tax 
return, or that substantial amounts of 
tax-free interest are included in income. 

(4) In many cases, both accounting 
convention and tax law agree on the items 
to be recognized as revenue (income) or 
expense (deduction), but disagree as to the 
period in which the item is to be reported. 
These differences in timing acquire im- 
portance, in the analytical sense, because 
the tax effect in one year has an unavoid- 
able offsetting tax effect in some other 
year. 

The material which follows explores the 
problem in these areas: 

(a) the allocation of charges and credits 
to operating income, nonoperating income, 
and retained earnings; 

(b) the effect of differences between 
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the time of recognition of revenue and 
expense under accounting conventions and 
under tax rules. The major share of atten- 
tion will be paid to this area because most 
of the important practical problems seem 
to lie here. 

In each case, we have treated income 
taxes on an accrual basis, and have let the 
tax follow the income—if revenue subject 
to tax in some period is recognized in the 
records, the corresponding tax liability is 
also recognized; if expense is permitted as 
a tax deduction in some period, the related 
“benefit” is reflected in the records. On the 
formal level, the horizon for estimating the 
tax to be shown in the statements is 
identical with the horizon employed for 
estimating the revenues and other ex- 
penses. The income tax, then, is not 
treated differently from the other items 
accounted for; instead, it has been treated 
consistently with them. 


II 


Allocation of income 
gain 


lax—nono perating 


Assume the following situation in which 
all gains and losses are recognized in the 
books during the year and are also in- 
cludible in the current tax return: 


$1,000 
Expenses, exclusive of tax. . 800 
Net $ 200 
Nonrecurring gain, qualifying as a capital gain ———= 

for tax purposes and recorded by a direct 

credit to retained earnings. . . oS oe 200 
Tax rates: 

On ordinary income. 40% 

The following entry is indicated: 
Provision for tax on net income before tax 

(income account)......... 80 
Provision for tax on capital gain (retained 


Allocation of income tax—nonoperating loss 


As a further example, assume the fol- 
lowing situation: 


Income Taxes in Financial Statements 


$1,000 
Expenses, exclusive of tax................. 800 
Nonrecurring loss, fully deductible from ordi- 
nary income for tax purposes and charged 
directly to retained earnings......... ; 200 
The following entry will reflect the tax 
effect properly: 
Provision for tax (income account)... . $80 
Tax reduction allocable to nonrecurring 
loss (retained earnings).............. $80 


Allocation of income tax—discussion 

Several comments are in order to clarify 
the two examples and to generalize on 
them: 

(1) If the ‘‘clean surplus” doctrine is 
followed, no allocation of tax as between 
income statement and retained earnings is 
needed. However, even if ‘‘clean surplus” 
is followed, a problem exists as to the 
allocation of tax between the operating 
and the nonoperating sections of the in- 
come statement. As long as the tax re- 
turn contains items of substantial amount 
not included in the operating section of 
the income statement, an allocation of 
taxes is required for complete reporting. 

(2) If taxes are not allocated, the net 
income reported (after tax) is open to 
misinterpretation. If, in the following 
year, no nonrecurring items occur (but all 
other elements of revenue and expense 
remain unchanged) and taxes are not 
allocated in the first year, the income 
statement of Year II will assert a sub- 
stantial change in net income, after tax, 
when in fact no change in operations has 
occurred. 

Thus, if taxes are not allocated, we get 
the following result in the example, above, 
of the nonoperating gain: 


Year I Year II 
Expenses, exclusive of tax...... $ 800 $ 800 
$ 930 $ 880 
Net income for the year........ $ 70 $ 120 
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The reported increase of net income is 
clearly contrary to fact. The concern did 
as well on operations in Year I as in Year 
IT; in addition, it had a nonrecurring gain 
in Year I. 

We get the following result in the ex- 
ample of the nonrecurring loss: 


Year I Year II 
Revenues $1,000 $1,000 
Expenses, exclusive of tax $ 800 $ 800 
Total expense. $ 800 $ 880 
Net income for the year. $ 200 $ 120 


Again, the assertions of the income 
statements are misleading; the company 
did not do markedly better in Year I than 
in Year II. 

(3) A special problem exists if tax rates 
are sharply progressive; in that event the 
question arises as to the rates to be used 
on the portions of the allocated tax. In 
the usual case, the extraordinary item 
takes the highest tax rate, by analogy with 
the manner in which rational persons 
generally view a progressive tax structure, 
namely, that the lower rates apply to the 
ordinary, regular, recurring items, and the 
higher rates affect the unusual or irregular 
types of income or expense. But even if 
this view be rejected, an average rate can 
be used to good advantage because alloca- 
tion on any reasonable basis lessens some- 
what the distortions inherent in a failure 
to allocate. 

Historically, the principal example of 
the importance of the allocation of income 
tax was the controversy between the 
Securities and Exchange Commission and 
certain public utilities and their indepen- 
dent accountants.‘ This controversy con- 
cerned the proper accounting for income 
tax where unamortized debt discount and 
call premium on a refunded bond issue 

* Cf. S.E.C. Accounting Series Release No. 53 (No- 
vember 16, 1945); A.L.A., Committee on Accounting 


Procedure, Accounting Research Bulletins No. 2 and 23, 
restated and revised as Chapter 15 of Bulletin No. 43. 


were not deducted as operating expenses 
in the income statements, but were de. 
ducted in the tax return. Furthermore, the 
income tax itself (but not the excess. 
profits tax) was reflected as an operating 
expense in the income statement in accord- 
ance with established practice among the 
gas and electric utilities. To the extent 
that the unamortized debt discount and 
call premium were charged directly to re. 
tained earnings, or were deducted after 
the calculation of net operating income in 
the income statement, a situation of the 
type analyzed above was present. To the 
extent that the items were deferred per 
books, however, to be amortized against 
future operations, the situation falls under 
the first case analyzed below, concerning a 
deduction taken for tax purposes, but 
deferred per books. 


Il 


Accrual and prepayment of tax 


Where the year of recognition of income 
and expense is different for book and for 
tax purposes, the effect is spread over at 
least two years, namely, the year in which 
the item first appears either in the tax 
return or in the income statement, and 
the later year in which it appears for the 
first time in the other report. In the nature 
of the case, only two situations can exist 
in any one year, 

(1) Net income, before tax, per books, 
exceeds taxable income; 

(2) Net income, before tax, per books, is 
less than taxable income. 

Because of the fact that in each case 
income is a net result, four cases are 
distinguished for analysis, as follows: 

(1) Net income, before tax, exceeds tax- 
able income: 
(A) A deduction is taken for tax pur- 
poses, but is deferred per books; 
(B) Revenue is reflected on the books, 
but deferred for tax purposes. 
(2) Net income, before tax, per books is 
less than taxable income: 
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(A) Income is reflected for tax pur- 
poses, but deferred per books; 

(B) Expense is taken per books, but 
the deduction is deferred-for tax 
purposes. 

Each of these will be illustrated in turn, 
including examples of specific practical 
issues. In each case, assume an item of 
$1,000 recognized in different periods 
for book and for tax purposes, a tax rate of 
40 per cent, and net operating income, 
before tax, of $5,000. As a consequence of 
these assumptions, the tax relevant to net 
operating income is in each case 40 per cent 
of $5,000, or $2,000, the amount of tax at 
current rates relating to the items of reve- 
nue and expense comprising net operating 
income. 

Also, in each case, ‘Year I’’ represents 
the period in which the major difference 
first appears; ‘Year II” represents the 
subsequent year or years in which the off- 
setting effect occurs, in whole or in sub- 
stantial part. The two “‘years” need not, 
therefore, be consecutive. 


1. (A) The case of the deferred charge, de- 
ducted for tax purposes but carried 
forward in the accounts 

Year I 
(i) Deferred charge (deducted for 


tax purposes)............ $1,000 
Other balance sheet account. 
(i) Current income account....... 2, 
Income tax payable (at cur- 
rent rates on net operating 


(iii) Income tax pay able... 
Income tax payable in the fu- 
ture. 

Entry (i) merely recognizes the event 
giving rise to the problem; entry (ii) re- 
flects the tax burden on the amount of 
income reflected in the accounts of the 
current period; entry (iii) reclassifies the 
tax liability between the current and non- 
current portion. Entries (ii) and (iii) may 
clearly be combined without disturbing 
the result of $1,600 of tax currently pay- 
able, but for analytical purposes the 
separation of the two is advantageous. 


Income Taxes in Financial Statements 


Year II 
(i) Current income account (not de- 
ductible for tax purposes). . ,000 
Deferred charge............ $1, 
(ii) Current income account. . 2,000 


Income tax payable (at c cur- 
on net operating 


2,000 
(iii) payable in the fu- 

Income tax payable........ 400 


The tax currently payable is $2,400, the 
sum of the credits shown in entries (ii) and 
(iii). 

Two assumptions underlying the solu- 
tion sketched above should now be made 
explicit, namely, that the tax rate in Year 
II is the same as in Year I, and that tax- 
able income will emerge in Year IT. To the 
extent that these predictions as to future 
conditions are inapplicable, the solution 
must be modified. For example, if Year II 
is a loss year, and falls within the carry- 
back provisions of the tax law, the solution 
immediately above will have been proved 
inaccurate. If year II is a loss year, but 
falls outside the carry-back provisions of 
the law, then the total tax payable is the 
$1,600 reflected in Year I; the additional 
amount of $400 will never have to be paid. 
If the tax rate in Year II is not the same 
as the rate prevailing in Year I, and tax- 
able income emerges in both years, a 
correction is clearly in order; but in this 
situation the assumption of the same tax 
rate in both periods results in a closer ap- 
proximation to actual events than if we 
had, at the end of Year I, ignored the 
future tax payment. In the great majority 
of cases, where (a) tax rates are expected 
to remain at substantially their current 
levels, and (b) taxable income is expected 
to emerge in each year in the foreseeable 
future, the type of solution sketched above 
is appropriate. 


“Netting” of tax effect. 


In the case of accelerated depreciation, 
the Committee on Accounting Procedure 
of the American Institute of Accountants 
is in accord with the preceding analysis. 
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(ARB No. 43, p. 78). The Committee 
notes (p. 79) that “there are those who 
similarly recognize the necessity for giving 
effect to the amount of the deferred in- 
come taxes but who believe this should be 
accomplished by making a charge in the 
income account for additional amortiza- 
tion or depreciation.” In its discussion of 
“deferred charges” deducted for tax 
purposes, however, the Committee is of 
the opinion that “in the period in which 
the item is taken as a deduction for tax 
purposes a charge should be made in the 
income statement of an amount equal to 
the tax reduction...with a corre- 
sponding credit in the deferred charge 
account.” (p. 90) 

In other words, the entries would ap- 
pear as follows: 

Year I 

Deferred charge $ 600 
Current income account 

Other balance sheet account 


Income tax payable (per tax re- 

return).. 
Year II 

Current income account........... 

Deferred charge 

Income tax payable (per tax re- 

turn). . 


$3,000 


The effect on net income and retained 
earnings in each year is the same here as 
in the solution first presented, and the 
recorded tax payable agrees with the 
figure shown on the tax return. But the 
“income tax payable in the future” (see 
entry iii, Year I, above) is not shown; 
instead it is subtracted from the gross 
amount of the deferred charge. In view of 
the generally accepted rule against the 
set-off of debts and assets, this treatment 
is at least curious. It is not a question of 
not knowing the estimated tax payable in 
the future, because we need to know that 
amount in order to subtract it from the 
deferred charge. Apparently the specific 
dislike of showing an estimated future tax 
overcomes the general objection to a 
subtraction of a debt from an asset. The 


amount of the future tax is, of course, stil] 
in the statements; it is simply buried, and 
not disclosed. 


Examples of charges deducted for tax pur- 
poses but deferred per books 


(1) The deferral of unamortized debt 
discount and call premium on a refunded 
bond issue. This case was discussed above, 
under allocation of income tax. 

(2) Accelerated depreciation per tax 
return; straight-line depreciation per 
books. In this instance, the difference be- 
tween the depreciation deduction on the 
tax return and in the books remains as a 
“deferred charge’ in the property ac- 
counts, to be deducted, per books, in some 
later period. 

No special reporting problem with 
respect to income tax exists if accelerated 
depreciation is used both in the tax return 
and on the books; there is no inconsistency 
among the tax provision in the income 
statement, the tax accrual on the balance 
sheet, and the tax return itself—all three 
refer to the same constellation of events; 
all three have the same horizon, clear or 
clouded as the case may be. This is true 
even if in fact accelerated depreciation is 
excessive, depressing the asset and re- 
tained earnings below their proper levels. 
No offsetting tax effect in some future 
year is necessarily created by making 
identical deductions in the books and on 
the tax returns; as a consequence, no 
accrual can be set up for future taxes 
based upon this behavior. 

But if the tax return and the books de 
not show identical deductions for depre- 
ciation, a problem of the type under dis- 
cussion does arise, and logically should be 
accounted for. Some, however, have as- 
serted that no future tax should be re- 
flected because as long as new units are 
acquired in the future, new accelerated 
deductions will be available, and the es- 
timated future tax will not have to be 
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paid unless the business disinvests in 
depreciable property at a rapid rate.° As a 
consequence a true tax saving or reduction 
emerges from this situation, not merely 
the deferral of a tax to some future year. 
It is never quite clear in these discussions 
whether the advocates of the “‘tax saving” 
thesis recognize the impact on the reporting 
problem under a double-entry system of a 
difference in treatment between the tax 
return and the books—their discussion is 
almost always statistical in nature—nor is 
it always clear whether they are referring 
to the working-capital effect or the income 
effect of alternative tax procedures. If a 
company borrows on long-term, its work- 
ing-capital position is improved, at least 
initially, but its income position is un- 
affected. Nevertheless, double-entry rea- 
soning requires the reflection of the debt, 
as well as the benefit. If the company, 
at maturity of the loan, refunds instead of 
repaying, it does not impair its working 
capital, or its income, but the debt still 
exists and the statements would be false 
and misleading if the debt were omitted. 
The fact that a going-concern always has 
debts which are never “really” paid off, 
because any given debt, when satisfied, is 
replaced by a new debt, is no argument 
for eliminating the debts from the financial 
statements. In the instant case of ac- 
celerated depreciation per tax return, and 
straight-line per books, the “loan” from 
the U. S. Treasury (the tax reduction in 
Year I) with respect to the amortization 
of any given item or group of items will 
have to be repaid some day; it is true that 
if we acquire additional similar items, as 
we probably will, we can negotiate a new 
“loan” by the same means we used in the 
initial case. But a complete recording and 
reporting system will include data on the 
status of these “loans” (the income tax 


si * See, e.g., Robert Eisner, “Depreciation Under the 
New Tax Law,” Harvard Business Review, 33, No. 1 
(January-February, 1955) : 66-74. 
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payable in the future) so that we can de- 
termine their absolute magnitude as well 
as the fluctuations in the debt from period 
to period. The earth revolves around the 
sun in a never-ending succession of cycles, 
each just like the one before and the one 
after. Still, we do not conclude that there 
is really no motion at all; the position of 
the earth at any time in its perpetual 
tour is a matter of great interest to all of 
us. 

(3) Reinstatement of fully-amortized 
facilities. This situation is to be distin- 
guished from an appraisal, previously dis- 
cussed, because in this instance the amount 
involved was deducted for tax purposes in 
some earlier year or years, whereas in an 
appraisal the increase is not deductible for 
tax purposes in any year. Since the “es- 
timated income tax payable in the future” 
was not set up in the years of original 
amortization, the accumulated effect is 
recorded at the time of reinstatement, 
somewhat as follows, when we assume that 
the facilities involved are on the books at 
cost of $100,000, less amortization equal 
to cost, and have 50 per cent of their useful 
life remaining: 

Allowance for depreciation..... . 


Income tax payable in the future $20,000 
Net income of past years (re- 
tained earnings)............ 30,000 


(4) Inventories reflected at Fifo per 
books, and Lifo per tax returns. This 
particular combination is not possible 
under existing tax law.® But if the law 
were amended to permit the practice, a 
deferral of tax would occur on the upswing 
of a price cycle, to be paid off in the down- 
swing. If, however, no downswing ever 
occurs, a condition which is approximated 
during an inflation when prices move from 
a low level to a higher one, no tax offset 
will occur. In that event, no deferral of tax 
occurs; instead the taxpayer on Lifo has 
enjoyed a lower effective tax rate than his 


® Sec. 472 (c), Interna! Revenue Code of 1954, 
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competitor on Fifo. If the Code should be 
amended to permit the lower of cost on 
market with Lifo, the uncertainty would be 
removed—no tax offset could ever occur. 
As a consequence, no taxpayer with in- 
ventories could afford to stay off Lifo.’ 


1. (B) The case of current income deferred 
for tax purposes 
Year I 
(i) Cash or receivables........... 
Revenue (not reported on tax 
(ii) Current income account....... i 
Income tax payable (at cur- 
rent rates on net operating 
(iii) Income tax payable.......... 400 


Income tax payable in the fu- 


Year IT 
(i) No revenue entry; already re- 
flected in Year I 
(ii) Current income account....... 
Income tax payable (at cur- 
rent rates on net operating 


$2,000 


As already pointed out, cases 1. (A) and 
1. (B) are identical on the formal level. 
But in practical terms, the accrual at the 
end of Year I for tax payable in the future 
seems more imperative in case 1. (B) than 
in case 1. (A) because the revenue in the 
second case has not yet been reported for 
tax purposes, whereas the deduction in the 
earlier case has already been taken. Few 
cases are probable where revenue is per- 
mitted to escape taxation entirely; more 
cases are likely to arise where the reporting 
of items in an early year for tax purposes 
turns out to be the end of the matter, 
with no offsetting effects later on. 


Examples 


(1) Installment basis per tax return; 
sales basis per books and the related 


7 See Douglas H. Eldridge, “Issues Raised by Pro- 
ers to Grant Cost or et tion with Lifo,’» 
National Tax Journal, 6, No. 1 (March 1953): 52-68. 
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financial statements. In this instance the 
“deferred gross profit” on the uncollected 
portion of the installment sale exists only 
with respect to the tax return and its 
supporting schedules; it is a part of realized 
revenue on the books. The corresponding 
installment accounts are receivables, as- 
serting that we have realized the revenue 
involved and expect to collect the balances 
shown in the near future. If these re. 
ceivables are anything more than mere 
memo charges, then the tax to be paid upon 
collection is a valid liability, unless we 
predict a drastic reduction of tax rates 
by the time we collect the receivables, or 
unless we predict losses during the same 
period. But as long as we expect tax rates 
to be substantially what they are now, and 
taxable income to emerge during the 
period of collection of these installment 
receivables, we cannot consistently claim 
that the receivables are assets but that 
the estimated tax is not a debt. 

(2) Completed contracts basis per tax 
return; percentage-of-completion basis per 
books. This example is almost identical 
with the installment situation just pre- 
sented—the taxpayer here defers recogni- 
tion of profit to the period of final com- 
pletion; for his own records and reports, 
however, he takes up revenue as he earns 
it by performance. As a consequence, an 
estimate of tax to be paid on the amount 
of revenue recognized is necessary to 
make the financial reports consistent in 
this respect. 


2. (A) The case of the deferred credit, in 
cluded in taxable income 


Year I 


(i) Cash or receivables........... $1,000 
Deferred credit (reported for 

tax purposes)............ 
(ii) Current income account....... 
Income tax payable (at cur- 

rent rates on net operating 


2,000 


( deferred cred: 400 
iii id tax on defe: _ 
Income tax payable 
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Income Taxes in Financial Statements 


i) Deferred credit.............. $1,000 
Revenue (already reported for 

tax purposes).......-.... 
(i) Current income account. , 
Income tax payable (at cur- 

rent rates on net operating 

(iii) Income tax payable.......... 400 

Prepaid tax on deferred credit 400 


2,000 


One common example of this case is the 
receipt of rents or subscriptions reported 
on a cash basis for tax purposes, but de- 
ferred in the books and financial state- 
ments. 


2. (B) The case of current expense, deferred 
for tax purposes 
Year I 
(i) Expense (not deducted for tax 


(i) Current income account....... 
Income tax payable (at cur- 
rent rates on net operating 


Year II 
(i) No expense entry; already re- 
flected in Year I 
(ii) Current income account. 

Income tax payable (at cur- 
rent rates on net operating 

(ii) Income tax payable.......... 

Prepaid tax om expense................- 400 


$2,000 


This analysis is applicable to those cases 
in which substantial amounts of estimated 
liability for warranties, collection costs, 
vacation or severance pay,etc.,arereflected 
in the books, but are reported in a tax 
return on a cash or incurred basis. 


IV 


“Let the tax follow the income’’ is the 
leading principle employed and illustrated 
in this article. Within the confines of the 
financial statements of a single year, the 
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principle finds application in the alloca- 
tion of tax among the operating and non- 
operating sections of the income statement 
and the analysis of retained earnings. In 
the financial statements covering a period 
of years, the principle finds application in 
two types of cases, namely, those cases in 
which a tax liability is recognized in excess 
of the amount declared in the tax returns 
prepared to date, and those cases in which 
the tax payable to date exceeds the amount 
applicable to the income recognized thus 
far in the accounts. In the former group of 
cases a “deferral” of tax liability emerges; 
in the latter group we find a “prepayment” 
of tax among the assets. 

The major barrier to a satisfactory solu- 
tion of the problem of tax allocation in 
any specific case is the existence of un- 
certainty as to the level of taxable income 
and of tax rates in the future—no one can 
be absolutely certain that the item giving 
rise to the problem will ever again enter 
into anyone’s tax computation. But the 
existence of this uncertainty, and its 
consequent counsel of caution, should not 
lead us to the conclusion that no taxable 
income will ever emerge for anyone, or, if 
it does, that tax rates will be so low as to 
be negligible. Our experience in the past 
and the prospects for the future argue 
eloquently to the contrary. 

Clearly we need to know much more 
than we do concerning the probable course 
of future events in each of the specific 
cases discussed in this article. But given 
the level of knowledge we do possess in 
any concrete situation, the requirements 
and logical dictates of accrual accounting 
call for a more complete accounting for 
taxes than has been customary in the past. 


Year II 
(iii) Prepaid tax on expense... . 400 

| 

| = 

$1,00 | 

2,000 

400 
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CCOUNTING THEORY and practice are 
A in a state of transition, as evidenced 
by periodical literature. Account- 
ants are reappraising underlying conven- 
tions of financial accounting to determine 
whether the reports emerging from these 
conventions are as useful as they might be 
to interested groups in an economy char- 
acterized by continual fluctuations and 
growth. Cost accountants are becoming 
more concerned with the adequacy of cost 
data for managerial control and decision 
making. 

One facet of the cost data research has 
led to the proposal that product cost 
records be recast in such a way as to 
show only the variable costs of production 
and that the fixed costs of the period be 
handled separately from the product costs. 
The term direct costing, or the economist’s 
more descriptive designation, marginal 
costing, has been applied to this phenom- 
enon. It is the purpose of the following 
discussion to examine critically certain 
aspects of this innovation in the light of its 
suitability as a management tool. The 
focal question is whether direct costing 
provides the type of information manage- 
ment needs for decision making in a 
dynamic economy. 


ANTECEDENTS OF DIRECT COSTING 


Historically, direct costing is an out- 
growth of management’s increasing need 
for quantitative data analysing the effect 
of cost-volume-price relationships on the 
firm. Antecedents of direct costing may 
be traced to the development of the prin- 
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ciple of burden application around the tum 
of the century. The burden application 
concept recognizes that certain costs not 
only defy identification with a specific 
output but, in addition, many of these 
costs have service potentials which extend 
beyond a single accounting period. The 
solution to the problem of allocating such 
costs as these lay in making arbitrary, but 
nevertheless rational allocations of these 
costs to periods and then to products in 
order to determine the total and unit cost 
of a particular product. Thus with regard 
to depreciation on machinery, a portion of 
the original cost is first assigned to each 
time period as depreciation, the size of the 
portion being determined by the probable 
life of the machinery measured in terms 
of years or in terms of operating hours. 
Then having determined the depreciation 
charge for the period, this cost is redistrib- 
uted to products by any one of several 
methods which have evolved over the 
years. Under a very simple approach the 
redistribution takes place at the end of the 
period based upon the actual use made of 
machinery by each product line. More 
commonly the redistribution takes place 
by burden rate methods in which case the 
redistribution is made gradually through- 
out the period by including depreciation 
in the burden rate. Under more refined 
methods the redistribution takes place by 
first distributing depreciation as well as 
other burden to activities (often set up on 
a departmental basis) and then redistrib- 
uting to the products which were proc- 
essed at each activity point, usually by 
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working with separate departmental or 
activity burden rates. 

Under conditions of changing volume 
and costs even the best of these earlier 
methods of computing product costs left 
much to be desired. Seasonal and cyclical 
fluctuations in output and costs often 
caused product costs computed by these 
methods to behave so erratically as to be 
almost useless for purposes of decision 
making. Managers sometimes distrusted 
and often misused the cost data because of 
their inability to understand completely 
the true nature of the applied burden part 
of product cost, particularly as it pertains 
to the question of out-of-pocket or mar- 
ginal costs. The bookkeeping task proved 
to be time consuming and expensive. 


DIRECT COSTING VERSUS ABSORPTION 
COSTING 


In the face of these inadequacies new 
ideas or new approaches were inevitable. 
The absorption costing school believes that 
the basic approach of burden application 
is sound but that it needs to be supple- 
mented and refined. The direct costing 
school believes that the basic approach of 
burden application should be abandoned 
and that something different should be 
substituted. 

The thinking of the absorption costing 
school led to refinements involving the 
rate of activity to be assumed in comput- 
ing burden rates, the measurement of 
more realistic burden variances, and also 
the use of separate burden rates for allocat- 
ing fixed and variable portions of over- 
head. The outgrowth of standard costs 
was a further attempt to perfect the tradi- 
tional metheds of cost measurement and 
interpretation. This school also advocated 
the use of supplementary managerial tools 
such as flexible budgets and breakeven 
charts to provide a clearer picture to 
management of the effects of changing 
volume upon costs and profits. 
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Regarding the rate of activity to be 
assumed, absorption cost accountants in- 
troduced the idea of basing burden rates 
not upon the actual activity level or the 
one budgeted for the current year, but 
rather upon the normal activity level or 
upon the activity level determined by 
practicai capacity. In this particular sense, 
normal activity is usually taken to mean 
the average level anticipated for a period 
of years which might be referred to as the 
management horizon. The length of this 
period varies from company to company 
but is often three to five years and takes 
into consideration some of the fluctuations 
due to the business cycle as well as the 
prospects for growth within the economy. 
Practical capacity is usually taken to mean 
the maximum output which can be carried 
out on a sustained basis. 

The effect of this refinement was to 
stabilize and clarify the applied burden 
part of product cost. This part of the 
product cost took on a new meaning; it 
was the unavoidable amount of overhead 
cost assignable on an average basis to 
each unit of output assuming the company 
was operating within the budget and at the 
activity level allowed for in the burden 
rate calculations. Ordinarily this amount 
was below actual costs. 

This refinement also enabled the ac- 
countant to isolate or separate from prod- 
uct costs, budget and volume variances 
which were more meaningful for mana- 
gerial control of overhead costs. When 
these refinements were used, overhead 
budget variances indicated the cost of 
using a larger quantity of supplies, in- 
direct labor and other services or facilities 
than would be allowed at the rate of 
activity at which each department oper- 
ated. These variances were controllable, 
the assigned responsibilities of individual 
department heads, and therefore could be 
used for judging performance. The volume 
variances were to a large degree uncon- 
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trollable; they represented the cost of idle 
capacity, or more exactly, the cost (or 
savings in cost) of not operating at the 
activity level allowed for in the computa- 
tion of the burden rate. One might say 
that unfavorable volume variances are 
caused by the impossibility (or perhaps 
it is partly avoidable) of perfectly coor- 
dinating the ability to produce with the 
ability to sell. 

In contrast with these efforts, the direct 
costing school proposes an almost com- 
plete overthrow of the burden application 
principle. The changes being advocated 
appear to be prompted by concern over 
the complexity of absorption costing, and 
the need for cost information of either the 
out-of-pocket or marginal type. The most 
important proposed change is that a part 
of the overhead costs which defies identi- 
fication with specific output should be 
treated as period costs as has been tradi- 
tional for selling and administrative ex- 
pense. 

As direct costing techniques have 
evolved, the question of what should be 
included in the burden rate as a product 
cost, and what should be handled as a 
period cost finally has been decided on the 
basis of the variability of the cost and 
not upon the basis of its ready identifica- 
tion with specific output. All factory 
overhead which tends to vary directly with 
the level of activity is considered as a 
product cost; that which tends to be 
fixed is treated as a period cost. This 
means that many semi-variable costs 
must be separated into fixed and variable 
components. Special types of semi-variable 
costs which behave in step fashion or 
curvilinearly must be given special treat- 
ment which often proves awkward. 

In summary, then, direct costing in- 
volves no revision of existing procedures 
for the treatment of direct material, direct 
labor and variable overhead costs. They 
are still assigned directly to the product 
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by the use of standard costs or some other 
less refined technique. It is in connection 
with the treatment of the fixed costs that 
we see a significant difference between 
direct and absorption costing. Under the 
latter procedure the fixed costs assigned 
to the period are further assigned to 
products by their inclusion in the burden 
rate. Under the modern refinements of this 
procedure, however, the fixed costs become 
absorbed completely in the cost of prod- 
ucts only when a certain optimum or 
normal level of activity is attained. Under 
direct costing these fixed costs are con- 
sidered to be period costs (the costs of 
providing a level of capacity) and are 
therefore charged in their entirety against 
the revenue of the period.' 

After this brief examination of the con- 
ceptual framework of direct costing, it is 
appropriate to examine some of the issues 
which are raised by its incorporation into 
the cost records. 


DIRECT COSTING IS NOT MARGINAL 
COSTING 


There appears to be some confusion 
among accountants as to whether direct 
costing is synonomous with marginal 
costing. The English authors, Lawrence 
and Humphreys, leave no doubt as to 
the absolute identity.? American writing is 
less clear on this point. In its Research 
Bulletin No. 23, The N.A.C.A. Committee 
on Research speaks of marginal income as 
the gross revenue less the direct cost of 


goods sold and the direct selling costs’ § 
However, in a subsequent research study 
the identity seems to be closer. Under the F 


heading “The Marginal Approach to Costs 
for Pricing,” the committee on research 


1 For a more detailed discussion of the procedural | 


aspects of direct costing the reader is referred to Law- 
rence and Humphreys, Marginal Costing, London, Mac- 
Donald and Evans, 1947 and Direct Costing, N.A.C.A 
Research Series No. 23, April 1953. 

Ibid., p. 6. 

Ibid., 1086-1087. 
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writes, “The marginal method works with 
cost differentials rather than with full or 
total costs.’ 

Thus we are led to believe that marginal 
and direct are two words to express the 
same concept. But is this true? Close 
scrutiny of the direct costing technique 
leads to the conclusion that when costs 
have been measured in this way they in- 
dicate the average variable costs of a 
particular product as a result of dividing 
total variable cost by total output. This, 
of course, assumes either a single product 
case or a case in which both revenue from 
the product and its related costs can be 
matched. 

But to obtain the marginal costs one 
must go beyond the bookkeeping records, 
per se. The marginal cost concept has 
been evolved as a part of the economist’s 
theory regarding the probable product- 
price-output decisions of individual firms. 
The economist reasons that each firm 
studies its relationship to rival firms and 
the market generally, and, in its effort to 
maximize profits, makes adjustments in 
its operations whenever they appear to 
be advantageous. The possible adjust- 
ments are manifold and include changes in 
prices (which usually also involves a 
change in the quantity to be produced and 
sold), adjustments to quality of product 
(including changes in product mix), 
changes in promotional effort, and certain 
adjustments in manufacturing technique. 
A central tenet in this theory of the firm is 
that the individual firm seeks to maximize 
its profit and that an opportunity for 
increasing profits exists as long as mar- 
ginal revenue is greater than marginal 
cost. 

Within the economist’s theory, marginal 
revenue may be thought of as the probable 
increase in total revenue arising from the 
sale of one additional unit.’ In a similar 


‘ Tbid., p. 1720. 
'In “ty situation where the additional sale is gener- 
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way, marginal cost may be thought of as 
the probable increase in total costs arising 
from the production and sale of this addi- 
tional unit, and includes the cost of what- 
ever special action is necessary to obtain 
the additional sale. 

In this particular setting, marginal cost- 
ing does have some similarity to direct 
costing, but in at least three important 
respects the two concepts are quite differ- 
ent. First, marginal costs always pertain 
to the probable behavior of costs if certain 
action is taken; while direct costs usually 
pertain to cost behavior in the past. Thus 
marginal costing is always ex-ante in 
nature while direct costing is usually ex- 
poste. When used for planning purposes, 
however, direct costs may actually be 
forecasts of future costs, and take on the 
same ex-ante character as marginal costs. 

Secondly, because of its conceptual 
nature marginal costing conceives of a 
decreasing or increasing marginal cost at 
various levels of output while direct cost- 
ing allows for only a constant amount of 
cost per unit, composed of those costs 
classified as variable cost for the range of 
output considered in the current planning 
period.’ In this sense, direct costing is a 
more restrictive concept than marginal 
costing since within any given planning 
period it does not allow for a changing set 
of variable costs for different rates of 
output. 

A third difference centers around the 
definition of cost. From the economist’s 
point of view, certain imputed costs such 
as a fair return on invested capital and 
wages of management, should be con- 


ated by a reduction in sales price rather than by addi- 
tional promotional effort, marginal revenue is the differ- 
ence between total revenue at the old price and the total 
revenue (including that of the additional unit) at the 


new 
‘Thee phenomenon of constant average variable costs 

(except at extreme outputs) has been noted in mei 

empirical studies of cost behavior. For a s 

some of these studies see Cost Behavior and Price Palicy, 

— Bureau of Economic Research, New Yo 

1943, 


188 


sidered in arriving at the total costs of a 
particular productive output. From the 
accountant’s point of view these items 
are not properly included in total cost. 
Thus, in one sense marginal costing and 
direct costing are measuring different 
things. 

Because of these differences, one must 
be cautious in using direct cost data as if 
they were marginal costs. This is not to 
say that direct costs are of no value to 
management in cost-volume planning. 
However, it does mean that direct costing 
does not automatically mean marginal 
costing in the generally accepted sense. 

Now let us assume that management is 
fully aware of this fact. Does direct costing 
furnish the type of costs management 
needs for decision making? Two additional 
difficulties of a conceptual nature should 
be noted at this point and will be more 
thoroughly examined in the next few 
paragraphs. In the first place the direct 
costing approach does not allow for all of 
the costs readily identifiable with a par- 
ticular segment of output. Secondly, the 
variable cost classification upon which 
direct costing rests is an unstable platform 
because, given a certain degree of flex- 
ibility and a sufficient period of time, even 
the most fixed of the fixed costs may be- 
have as variable. 


DIRECT COSTING OVERLOOKS MANY 
“DIRECT” COSTS 


In any given firm there are likely to be 
many costs such as those listed below 
which accountants would recognize as 
“directly” identifiable with a particular 
segment of output. Yet these costs would 
not be included in the basic direct cost of 
the product since they do not vary directly 
with the number of units produced. 

The type of cost needed in making a 
decision regarding expansion or contrac- 
tion in such individual segments of output 
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Type of Cost: Readily Identifiable with: 


The job or production lot 
started 


Machine set up 


Special consulting work 
(or other services pur- 
chased outside the firm for 
a given job or lot) 


The job or production Io 


Product Supervisor’s sal- | The product line super. 
ary and organizational | vised 
costs 


Territorial Sales Man- 
ager’s salary and organiza- 
tional costs 


The product output sold 
in this territory 


as those outlined above is not that of 
direct costing in the average variable cost 
per unit sense. What is needed is a specially 
computed direct cost which includes both 
the variable costs per unit of output and 
the variable costs per segment of output. 
To illustrate, in making a decision whether 
to expand or contract the number of jobs, 
management needs to include in its cost 
consideration not only those costs which 
vary with the number of units but also 
those which vary with the number of jobs. 
Both dimensions are needed in compiling 
direct costs relevant to this decision. 

This proposition is fundamental to most 
managerial decisions since they usually 
are multi-dimensional in scope. It is 
obvious, then, that with direct costing no 
one set of cost data will be relevant to all 
types of managerial decisions even though 
the decisions may be based upon variable 
cost considerations. As has been true of 
absorption costing, cost calculations us 
ually must be tailor-made for the individ- 
ual managerial decision they are designed 
to serve. 


DIRECT COSTING RESTS ON AN UNSTABLE 
PLATFORM 


It has already been indicated that, un- 
der direct costing, only the variable costs 
are to be classified as product costs. Now 
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as we make further inquiry into the mean- 
ing of the fixed and variable cost classifica- 
tion we will uncover other serious con- 
ceptual difficulties. It is not sufficient to 
define fixed and variable costs in terms of 
their probable relationship to the rate of 
output. Whether a cost is fixed or variable 
also may depend upon the terms in which 
output is measured, the length of the time 
period allowed for adjustment purposes, 
the degree of flexibility of use existing in 
tangible and intangible facilities, and the 
degree to which certain costs are con- 
tracted for ahead of time. Because of these 
other influences even the most “‘fixed” of 
fixed costs may behave in a variable fash- 
ion and the most “variable” of the 
variable costs in a fixed fashion. 

Indeed, Professor Erich Schnieder has 
gone so far as to say “There is no absolute 
fixity of any particular cost.”” This is, of 
course, an extreme statement which is 
valid only to the extent that all factors, 
including plant and machinery, can be 
acquired in infinitely small packages 
without the loss of efficiency. Nevertheless, 
even though these conditions are never 
met in the real world, the idea has a 
great deal of significance to management. 
To emphasize the significant point by 
way of a practical illustration, we may 
ask whether management should consider 
the cost of an installed bottle capping 
machine a fixed cost when it can be used 
(with minor adjustments and perhaps 
with varying degrees of efficiency) to cap 
eleven ounce as well as quart size bottles 
of beer, or even some species of the genus 
soda pop. To the firm the cost of that 
machine is unquestionably a sunk cost 
as far as managerial decisions are con- 
cerned. But in terms of any decision re- 
garding alternative uses of the machine, 
the cost of the machine is as much a 


7 Erich Schnieder, Pricing And Equilibrium, London, 
William Hodge and Company, Limited, 1952, p. 79. 
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variable cost as the raw materials and 
labor. Thus in deciding which use to make 
of the machine one must take into con- 
sideration the profits lost by not using it 
in another way. 

In other words it is the alternative or 
opportunity costs which are the relevant 
considerations for future decisions, and too 
great a reliance must not be placed on an 
arbitrary classification of costs into vari- 
able and fixed components. Without fur- 
ther elucidation it is quite clear that direct 
costing within the framework of double- 
entry bookkeeping cannot provide the 
appropriate information. 


NEEDED—FORESIGHT INTO THE FUTURE 


Now let us assume that management is 
fully aware of the fact that the cost ac- 
countant’s direct cost report shows only 
the total and average variable costs of the 
past period, and we can rule out significant 
alternative opportunities. Are average 
variable costs the relevant costs for deci- 
sion making? They will be only to the 
extent that two conditions prevail: (1) 
That price for labor, materials, and pur- 
chased services will remain unchanged, 
and (2) That the efficiency with which 
these factors are used remains constant 
during the planning period. To cite an 
example, labor contracts in the building 
trades are customarily renewed annually. 
During some of the recent years material 
prices have been relatively constant while 
the price of new construction has declined. 
This was particularly true in 1954. The 
result has been some lessening of entre- 
preneurial profits, but this has been coun- 
terblanced by an increased efficiency of 
the labor factor as the market softens. 

Unfortunately the business man cannot 
make the assumption of unchanging prices 
in an economic world characterized by 
volatile price behavior. What is needed 
is a well polished crystal ball. Past costs 


‘ 
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are at best only a guide to the future. 
However, some economists will reverse this 
argument and say that because of the un- 
certainties of the future it is probably best 
to use these past costs as a basis for future 
planning. This particular point of view 
does not seem to be supported by the 
recent history of wage negotiations and 
price policy. In making the same point 
Professor Hepworth writes, 

It seems essential to recognize that the appro- 
priate costs to consider in the formation of policies 
affecting future actions are expected future costs 
and not the recorded historical costs of past peri- 
ods. This means that policy decisions should be 
based upon the results of analytical activity sup- 
plementary to the historical accounting records.® 


This very same point was raised earlier in 
pointing out the fundamental differences 
between direct costing and marginal cost- 
ing. 


DIRECT COSTING IN THE MULTI-PRODUCT 
PLANT 


In the previous discussion it was noted 
that whenever there are possibilities for 
alternative employment of factors already 
purchased or contracted for, the line of 
demarcation between fixed and variable 
costs is not always clear. Alternatives sug- 
gest the multi-product plant. We now 
propose to explore the possibilities of 
direct costing in this type of operation. 

Two major types of product relation- 
ships can be distinguished. In the first 
type of manufacture two or more products 
can be produced in a plant in which the 
conversion process of the one product is 
completely independent from that of the 
other. This type of situation can be illus- 
trated with the firm operating two plants, 
each of which manufactures one product. 
Or perhaps the firm operates one plant but 
one product goes through processes A and 
C while the other product goes through 


8 “TDirect Costing—The Case Against,’”” ACCOUNTING 
REVIEW, January 1954, p. 98. 
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processes B and D. Under these circum. 
stances there is no new argument regard. 
ing the applicability of direct costs, since 
separate variable costs can be calculated 
for each product and any change in the 
volume of output of one product will haye 
no effect on the cost of production of the 
other. 

In the second major type of product 
relationship the two or more products are 
produced in such a combination that the 
proportions are unalterable, at least in the 
short run. The meat packing industry 
perhaps serves as the best example of this 
phenomenon. With the product mix fixed 
it is obvious that separate variable costs 
can be calculated only by making alloca- 
tions of these costs on some arbitrary 
basis such as relative selling price or 
weight of the individual end-products. Itis 
doubtful whether product variable costs 
calculated in this manner can be of much 
help to management in price-volume de- 
cisions for individual products, because in 
this situation there are no differential 
costs for the individual product lines. 

Between these two extremes lies the 
case in which the product mix is alterable 
within some range. To illustrate the 
possibilities under these circumstances, 
let us assume that products A and B are 
being manufactured in the same plant and 
the process is analytical in nature. If there 
is some unused capacity which can be 
utilized to increase the output of product 
A without affecting the volume of output 
or the cost of product B, then it is possible 
to calculate variable costs both before and 
beyond the point of split-off, independent 
of product B. If on the other hand ful 
capacity is assumed, any change in the 
volume of product A must be at the ex- 
pense of product. B. The equilibrium al 
teration will be at the point where the 
net marginal revenue is just equal to the 
net marginal costs. 

In the case of an alterable product mix 
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just discussed the validity of computing 
separate variable product costs for the 
initial stages of production would seem to 
depend on where the split-off point occurs 
relative to the entire productive process. 
The nearer the point of separation of the 
two products to the end of the processes, 
the less meaning arbitrarily assigned sep- 
arate variable costs can have in the de- 
termination of total variable costs for 
each product.’ Furthermore, even if these 
costs are valid and therefore desirable for 
policy purposes, we must conclude that 
bookkeeping records as presently con- 
stituted are inadequate to cope with the 
problems raised by these situations. 

Management must continue to look to 
statistical data which may be derived in 
part from the accounting records for 
guidance as to future action. Profesor R. S. 
Edwards in his investigation of cost ac- 
counting and joint production arrives at 
the same conclusion: 

If, therefore, we can agree that arbitrary allo- 
cations are useless for price fixing and for the 
control of efficiency, then there is cause for 
abandoning such work, and concentrating effort 
on the collection of more useful information. I 
have endeavored in a tentative way to show that 
some really important cost problems arise in 
those cases where product proportions or cost pro- 
portions are variable. Here there is valuable work, 
in the execution of which the cost accountant can 
assist the management in formulating its policy.!® 


DIRECT COSTING FOR PRICING DECISIONS 


Thus far in the discussion we have 
examined some of the limitations of direct 
costing only in the light of certain cost 
concepts. We must now direct our atten- 
tion to a broader aspect of direct costing, 
ie., its contribution to product pricing. 
The issues raised in this area are of course 
both numerous and complex. Space 


*This argument could be extended to include joint 
variable costs for selling effort. 

“Ronald S. Edwards, Cost Accounting and Joint 
Production, Studies in Costing, Ed. David Solomons, 


London, Sweet & Maxwell, Limited, 1952, p. 310. 
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limitations will confine our attention to 
only a few aspects. 

Advocates of direct costing correctly 
point out that variable costs are more 
relevant for short run pricing decisions 
than full costs. However, in previous 
paragraphs certain defects of direct costs 
have been pointed out. Fixed costs, sub- 
ject to the discussion above, influence 
pricing decisions only indirectly since by 
definition they can not be altered within 
the short run. The word, indirectly, is used 
advisedly because it is well recognized 
that unless the price-volume relationship 
is such as to provide a margin over total 
costs, the firm will wither on the vine. 


THE DANGER OF PERPETUATING UN- 
NECESSARY FIXED COSTS 


There is still a danger that too great a 
reliance on differential cost analysis for 
price-output decisions will result in the 
freezing of product relationships and thus 
restrict both cost and product flexibility 
in the future. Professor Dixon suggests the 
possibility that a firm might decide to 
manufacture a component part of a prod- 
uct instead of subcontracting it because 
idle capacity exists in the plant and the 
variable costs of production are less than 
the purchase price of the outside supplier. 
Under these circumstances there is a 
tendency for fixed costs to “creep” into the 
production of these parts and continue to 
be ignored by management in terms of the 
more relevant consideration, opportunity 
or alternative costs. He concludes: 


All such activities should be subjected to fre- 
quent activity audits to determine whether or not 
real cost advantages exist. Unless these activities 
are purely temporary, idle-time fillers, their con- 
tinuance or addition cannot be justified on the 
grounds that they need be charged with only a 
part of the list of costs normally charged to regu- 
lar, principal operations. This is true because fixed 
costs commensurate with the activity will in- 
evitably creep into the operating cost structure.4 


1 Robert L. Dixon, “Creep,” Journal of Accountancy, 
July 1953, p. 55. 
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LIMITATIONS IN OLIGOPOLISTIC 
SITUATIONS 


Our foregoing discussion of price policy 
has been confined implicitly to short run 
considerations and has ignored the prob- 
lem of the market structure in which the 
firm may be operating. Let us now examine 
some factors which have to be taken into 
consideration in making long run price- 
output decisions by a firm operating with- 
in an oligopolistic market structure. In 
this connection it is not too satisfactory to 
allude to only one model of a particular 
structure, especially in oligopoly, but for 
our purposes Professor Sweezy’s kinked 
demand curve will serve to illustrate the 
implications of this type of structure for 
direct costing purposes. 

Briefly, the theory holds that product 
prices are relatively inflexible in differ- 
entiated oligopoly because of the uncer- 
tainty regarding competitor reaction to 
any change in the going price by one mem- 
ber of the industry. He points out that if 
the price of a product is increased, com- 
petitors being satisfied with the current 
price may fail to follow the upward 
change, with the result that the firm which 
initiated the increase will find its volume 
and profits reduced. If on the other hand 
product prices are reduced, rivals will 
follow the downward price and if total 
demand is assumed to be inelastic, each of 
the firms will find itself operating at the 
same level of output and costs but with a 
reduced total revenue. Thus the theory 
holds that once a price has been set there 
is a great deal of reluctance to change for 
fear of unfavorable consequences.” Evi- 
dence of this type of price behavior is to 
be found in the cigarette, steel, and optical 
industries among others. 


Paul Sweezy, Demand Under Conditions of Oligop- 
oly, American Economic Association Readings in 
Price Theory, Vol. VI, Ed. George Stigler and Kenneth 
Boulding, Chicago, Richard D. Irwin, Inc., 1952, pp. 
404-9. 
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Now since this is a significant behavior 
pattern, what are its consequences to direct 
costing? It seems to indicate that price 
policy in oligopolistic industries is fairly 
long run in nature. This in turn means 
that recognition should be given to fixed 
costs in price decisions. This is especially 
true of those fixed costs which are cop. 
trollable within the time period during 
which the going price is expected to pre. 
vail. It would seem that the lack of per. 
spective with respect to full costs may lead 
to a “built in” price which fails to permit 
the firm to recover total costs in the long 
run. Even if we grant some price flexibility 
in the short run, those changes may be 
only large enough to give effect to the 
changing costs of such variable factors as 
raw material and labor. Indeed this seems 
to be the market phenomena we are wit- 
nessing today. In other words, we are 
advancing the proposition that in oligop- 
olistic market structure the firm should 
consider the full costs of production, since 
price policy seems to be relatively inflex- 
ible for long periods. 


CONCLUSIONS 


The purpose of this article has been two- 
fold. In the first place, we have argued 
that direct costing is not synonomous with 
the economist’s concept of marginal cost- 
ing. Secondly, we have attempted to 
scrutinize some limitations of direct cost- 
ing. More specifically, the question was 
raised as to whether direct costing includes 
all of the costs relevant to a particular 


price-output decision. The limitations of | 


direct costing in situations involving joint 
products and market structure charac- 
terized by a high degree of concentration 
were also examined. 

Direct costing does not seem to be 4 
panacea to meet the needs of management, 
as some of the literature would seem to 
imply. Indeed, as long as management 
must operate in a world characterized by 
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uncertainty, there is little likelihood that 
any pure accounting device can do much 
more than make a partial contribution to 
the information needed by management in 
the decision making process. However, 
when used wisely, with awareness as to its 
limitations and weaknesses, direct costing 
is undoubtedly one of the most useful tools 
that accountants have yet devised to aid 
management in making certain decisions. 

Thus when we couple the limitations of 
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direct costing noted in our argument above 
with the recognition that accounting rec- 
ords must be constructed to serve a wide 
range of sometimes diverse objectives, we 
must conclude that the re-casting of these 
records to serve only this one purpose 
would seem to restrict unnecessarily the 
scope and applicability of cost data. What 
is needed here is research leading to 
greater flexibility in the classification of 
relevant costs. 


| 
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A PROFESSION OF ACCOUNTING—OR OF 


ACCOUNTANCY? 


JaMEs B. BowER 


Assistant Professor, University of Wisconsin’ 


of accounting and the profession af 
accountancy is not always evident to 
those unfamiliar with the many and varied 
functions of the accountant. Even in 
accounting literature the distinction is not 
as explicit as would be expected. In some 
instances there appears to be a deliberate 
attempt to broaden the recognized scope 
of professional accounting, and in others, 
usage reflects traditional views. The terms 
are mot synonymous. When the spotlight 
is on formal definition there are important 
differences that can be noted. The profes- 
sion of accounting has a narrow connota- 
tion, and is limited to public accounting, 
while the profession of accountancy has a 
broad meaning, and includes many ac- 
tivities in addition to public accounting. 
Kohler? defines three terms that provide 
a starting point from which to consider the 
profession of accountancy. 


Ts distinction between the profession 


Profession: A vocation (a) generally recognized 
by universities and colleges as requiring special 
training leading to a degree distinct from the usual 
degrees in arts and sciences, (b) requiring princi- 
pally mental rather than manual or artistic labor 
and skill for its successful prosecution, (c) recog- 
nizing the duty of public service, and (d) having a 
code of ethics generally accepted as binding upon 
its members. 

Accountancy: The theory and practice of ac- 
counting; its responsibilities, standards, conven- 
tions, and activities generally; see accounting. 


Under the definition of accounting, the 
following appears: 


1 On leave of absence from the University of Wiscon- 
sin for the academic year 1956-1957 to study at the 
University of Texas under a fellowship granted by the 
Ford Foundation. 

2 Kohler, E. L., A Dictionary for Accountants, Pren- 
tice-Hall, Inc., 1952. 
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...In their more general usages accounting 
and accountancy are synonymous. Accountancy, 
of rare occurrence in the literature, generally has 
reference to the entire field of theory and practice 
while accounting, particularly when used ad- 
jectively, is restricted to particular areas of refer 
ence; as, the profession of accounting, and ac- 
counting system.... 

Professional Accountant: One engaged in public 
accounting; a certified public accountant so en- 
gaged. 

The above definitions support the con- 
clusion that there is no profession of 
accountancy but that there is a profession 
of accounting, namely public accounting. 

It is the purpose of this article to suggest 
that a profession of accountancy should 
exist if practitioners are to receive full 
professional recognition and status. Within 
the profession of accountancy, areas of 
specialization, with varying educational 
and experience requirements, could evolve. 
In the medical profession, for example, 
there are specialists in surgery, internal 
medicine, psychiatry, and the like. Each 
field requires special education and ex- 
perience in addition to a common back- 
ground that binds them together as a part 
of the medical profession. Accountants 
should work towards the development and 
recognition of a profession of accountancy, 
with comparable, yet distinctive, fields of 
specialization. This article does not con- 
tend that such a profession now exists; it 
does contend that there is evidence that 
such a profession could evolve. As account- 
ancy matures, the evolution should be 
guided in the direction of a profession of 
accountancy. Any accomplishment in this 
direction will strengthen and add prestige 
to all of the specialized areas that have 
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heen developed and that are developing 
within accountancy. 


THE PROFESSION OF ACCOUNTING 


The profession of accounting, as pres- 
ently recognized, consists of the practice 
of public accounting. The practice of the 
certified public accountant has profes- 
sional status when evaluated under any 
of a number of standards. The Smith- 
Hepworth report® has defined a profession 
and set forth an excellent presentation of 
the professional status of the CPA. The 
Council of State Governments,‘ in a 
study of “‘Occupational Licensing Legisla- 
tion in the States,”’ provided a discussion 
of professions and listed the characteristics 
that distinguished a profession from other 
occupations. Many authors, writing in 
current accounting publications, have 
recognized public accounting as a profes- 
sion. Zebley® is a typical example. There is 
no doubt that the certified public account- 
ant has obtained professional status. 


PROFESSIONAL CHARACTERISTICS OF 
CONTROLLERSHIP 


Davis’ visualizes management as the 
function of executive leadership. He makes 
a distinction between a business mechanic 
and a professional executive. A business 
mechanic is defined as one who has learned 
his executive trade chiefly in the “school 
of hard knocks”’ by the process of trial and 
error. The professional executive is one 
who has developed, in addition, a sound 
philosophy of management. He is a spe- 


*Smith, Frank P. and Hepworth, Samuel R., Stand- 
ards of Education and Experience for Certified Public 
Accounianis, Bureau of Business Research, University 
of Michigan, 1956. 

* Portions of this study, including the characteristics 
to distinguish a profession from other occupations, are 
quoted in a discussion of accounting as a profession 
that appears in the “Students Department” of the 
June, 1956, Journal of Accountancy. 

*Zebley, J. H. Jr., “Challenges to the Accounting 
— Tue Accountinc Review, April, 1956. 
Pp. 1743, 

*Davis, R. C., The Fundamentals of Top Manage- 
ment, Harper & Brothers, 1951. 
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cialist and an expert in his field. The pro- 
fessional executive appears in management 
when the industry is in the stage of stabili- 
zation, the pioneering and exploitation 
stages having been completed. A modern 
business in the stage of stabilization will 
have a member of top management re- 
sponsible for the controllership function.’ 
He would be a professional executive, as 
defined by Davis, and often is given the 
title of controller. 

The industrial accounting counterpart 
of the public accountant is the controller. 
Kohler® defines a controller as follows: 

Controller: An accountant in charge whose 
technical skills and professional interests are con- 
fined to a single organization or organizational 
group, and who has been given that title by man- 
agement or directors of the organization. The title 
is commonly in use in corporate enterprise, wheth- 
er privately or publicly owned, and in govern- 
mental and other noncoporate organizations. .. . 


The specific meaning of “professional in- 
terest,” as used in the above definition, is 
a matter for speculation. It would hardly 
be fair to suggest that “interests” could 
be interpreted to mean “qualifications,” 
although to do so would enable a more 
tangible definition. There can be no doubt 
that controllers have professional qualifi- 
cations. The point at question is whether 
or not they possess all of the qualifications. 
It seems logical, however, to relate “‘pro- 
fessional”’ to Kohler’s definitions of pro- 
fession and professional accountant, given 
above. “Interests” can be interpreted to 
mean concern. It does not seem incon- 
sistent to interpret ‘“‘professional interest” 
as having the broad meaning of concern 
for mental work as planning and control, 
for public service, and for matters of 
standards and ethics. 

The controller has a professional obliga- 

7 Defined in the broad sense and consisting of the 
functions as outlined by the Controllers Institute 
Committee on Ethics and Eligibility Standards, and 
approved by the National Board of Directors on Sep- 


tember 25, 1949. 
8 Kohler, E. L., op. cit., p. 16. 
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tion. His obligation to judge, measure, and 
disclose extends through the internal, as 
well as external, fibre of the organization. 
Wilcox® discusses the obligation incurred 
by professional men as follows: 

Whenever anyone performs or offers to per- 
form highly skilled and specialized services which 
are beyond the capacities of those who rely on 
him to judge or measure, he incurs an obligation 
which is professional in nature. In this sense, pro- 
fessional men are distinguished, not so much 
from amateurs who are not paid, as from mer- 
chants or laborers whose goods or services can 
be weighed or measured. This kind of professional 
obligation is a source of prestige to those on 
whom it rests, and it rests on them all the more 
heavily because of this. It is the obligation to 
render a truly sound and useful service in spite of 
the fact that the professional man could probably 
fail to do so without being caught at it... . 


Is it possible for the controller to obtain 
a true professional status? What charac- 
teristics that he does not now possess must 
he acquire? These are not questions that 
are easily answered. It appears possible for 
a controller to obtain a true professional 
status. Some controllers now qualify as 
professional practitioners under existing 
definitions. The fact that the controller is 
an employee, or is not licensed, does not 
constitute an impassable obstacle. The 
fact that a doctor is an employee of a clinic 
does not change his professional status as 
a doctor. The fact that college professors 
in recognized schools are employees and 
are not licensed, does not alter their recog- 
nition or professional status. Professional 
status appears to hinge on certain specific 
criteria, including a very intangible factor 
of recognition or acceptance. Kohler’s 
definition of a profession itemizes four 
specific requisites against which the pro- 
fessional status of the controller can be 
measured. 


1. Special Training Leading to a Degree 
Distinct From the Usual Degrees in Aris 
and Science 


Accounting majors in most collegiate 
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schools of business receive comparable 
undergraduate technical training in ae. 
countancy, whether they intend to become 
certified public accountants or controllers, 
or both. Several special courses will 
usually be available for either specializa. 
tion, to provide an opportunity for a 
limited special background in the field 
of contemplated employment. To cite the 
Commission on Standards of Education 
and Experience for Certified Public Ac. 
countants, 


. . . the Commission does not believe that the 
existing undergraduate programs in schools of 
business administration generally provide the 
depth and comprehensiveness of training for a 
definite professional objective which are needed 
by the CPA’s of today and tomorrow. This con- 
clusion is derived from the fact that the typical 
undergraduate school of business administration 
is concerned with providing students with a 
number of types of training—general and cultural 
courses, the important core subjects of business 
administration, and some specialization in one 
or more areas of business administration. Such 
programs are not usually directed toward prepa- 
ration for a particular profession and, in any event, 
there is insufficient time available for such prepa- 
ration. 

The commission believes that adequate prepa- 
ration for the profession of public accountancy 
requires additional academic study beyond pres 
ent four-year undergraduate programs. Programs 
are needed to provide the aspiring CPA with pro- 
fessional training, which is a part of the formal 
educational process, and is designed specifically 
to prepare him for the practice of public account- 
ancy. The Commission envisages professional ac- 
counting programs, within the framework of 
collegiate schools of business administration, 
which will be comparable in approach and objec- 
tives to those of the professional schools de- 
veloped in other fields.!® 


In respect to special training for con- 
trollership, about all that could be added 
to the statement of the Commission is 4 


® Wilcox, E. B., “Professional Standards,” Chaptet 
13, The CPA Handbook, American Institute of Ac 
countants, 1953, p. 1. 

10 Smith, Frank P. and Hepworth, Samuel L., op. cil, 
p. 120-121. 
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hardy “amen”! A fifth year of training for 
controllership is a necessity in today’s 
complicated business environment. There is 
a surprising similarity in the subject areas 
that have been suggested by the Com- 
mission for a postgraduate professional 
academic program in accounting for pros- 
pective certified public accountants and 
that necessary for prospective controllers. 
For example, in controllership there is a 
specific need for work in oral and written 
communications, internal auditing prin- 
ciples and standards, taxes, accounting 
systems and accounting control, standards 
of professional conduct, business policy, 
and the like. Obviously, there would of 
necessity have to be a difference in em- 
phasis between training for public ac- 
counting and for controllership, yet both 
are based, to a large extent, on comparable 
technical material. 

Experience, capacity, and leadership 
are essential for controllership. It is not 
unusual for controllership to require 
fifteen years of experience in public or 
industrial accounting. Controllership re- 
sponsibilities and performance are such 
that comparatively few are able to qualify. 
No examination is required, but capacity, 
integrity, and technical ability must 
come up to rigid standards. 


2. Principally Mental Rather Than Manual 
or Artistic Labor and Skill 


Controllership consists of the mental 
work of planning and controlling. It is not 
manual or artistic. The fact that the 
controller is a part of top management 
only further emphasizes the mental nature 
of his duties. 


3. Recognizing the Duty of Public Service 
Modern corporations are managed by 
professional executives for absentee own- 
ers. Such management cannot ignore 
organized society and the public interest. 
Ample legislation exists to establish this 
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fact. Business exists in a competitive 
capitalistic society only at the pleasure 
of the public. As a member of top manage- 
ment, the controller has an inescapable 
responsibility for objectivity and for 
proper reporting to employees, stock- 
holders, customers, prospective investors, 
the government, and others. Paton and 
Littleton" long ago recognized the public 
responsibility of management. Engel- 
mann,’* in searching for a philosophy of 
accounting, concluded that “accounting 
involves a public responsibility regardless 
of the type and form of economic units 
for which it is performed.” 


4. A Code of Ethics Generally Accepted as 
Binding Upon Its Members 


There are rules of conduct for control- 
lership; however there is no legislation 
that forces compliance, as controllers are 
not licensed. The rules of the Controllers 
Institute of America are binding only upon 
its members, but the Institute believes 
that these rules should govern the ac- 
tivities of all controllers. 

Many controllers are qualified and have 
practiced as certified public accountants. 
It would be an injustice to suggest that 
these men would perform their duties as 
controller with any less skill, integrity, 
ethical consideration, or devotion than 
they did their duty as practicing certified 
public accountants. 


CONCLUSIONS 


A profession of accountancy is not 
beyond the realm of possibility, although 
it is not a reality at the present time. The 
effort of accounting educators and others 
could well be directed toward the accom- 


11 Paton, W. A. and Littleton, A. C., An Introduction 
to Corporate i Standards, The American 
Accounting Association, 1940, p. 3. 2 3 

12 Engelmann, K.., “In Search of an Accounting Phi- 
losophy,” THE ACcOUNTING REvIEW, July, 1954, p. 390. 

13 Rule X, Rules of Membership and Admission, The 
Controllers Institute of America. 
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plishment of a recognized profession of 
accountancy. A sound basis and realistic 
need for such a development seems ap- 
parent. 

A profession of accountancy should 
evolve initially with two distinct focal 
points. Certified public accounting is well 
established as the first; Controllership, al- 
though not as well defined or recognized, 
is the second. 

The future will reveal whether control- 
lership is to become fully recognized and 
accepted as a profession. The future will 
also reveal whether additional focal points 
will evolve within the profession of ac- 
countancy. It is possible to visualize focal 
points in the areas of taxes, electronics, 
budgeting, internal auditing, and the like, 


although the probability of recognition 
appears remote at the present time. These 
areas are generally considered as subdivi- 
sions of the work of certified public ac. 
countants or of controllers; however, with 
specializations developing, and with the 
support of organizations already existing, 
professional status could evolve. 

A strong profession of accountancy 
wouid result in strengthened professional 
status for all practitioners. The struggle 
necessary to overcome obstacles that will 
be encountered in making the profession 
of accountancy a reality will be worth- 
while. Standards of practice, in the final 
analysis, will be a major factor in deter- 
mining the length of time necessary for 
recognition. 
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ASSOCIATE MEMBERSHIPS 


OR THE INFORMATION of teaching members of the American Accounting Associa- 
Fe. the numbers of new Associate Memberships are reported by schools. These 
include all applications processed by our Secretary’s Office during the period of 


August 27, 1956 through January 8, 1957. 


Temple University (127) 


Assumption College (52) 
Bently School of Finance (57) 


DePaul University 


Bowling Green State University 
Bryant College 
Chico State College 


Akron University 
Capital University 

Duke University 

Husson College 

Indiana University 
Northeastern University 


Alfred State Technology 
Brigham Young University 
Brooklyn College 

Christian Brothers College 
David Lipscomb College 

Duff’s Business College 

Eastern Illinois State College 
Eastern Michigan College 
Florida State Teacher’s College 
Gannon College 

George Washington University 
Harvard University 

Iona College 

Long Island University 

Los Angeles State College 
Louisiana Polytechnic Institute 
Loyola University 


Alabama Polytechnic Institute 
American University 

Anderson College 

Ashland College 

Auerswalds 

Austin Peay State College 
Baldwin-Wallace College 

Ball State Teachers College 
Bethany Nazarene College 


Over 300 members 
John Carrol University (334) 


100-200 members 
University of Miami (181) 
50-100 members 


City College of New York (97) 
McGill University (57) 


40-50 members 


Laval University 
Michigan State University 


30-40 members 


Farleigh Dickenson College 
Howard University 

Indiana State Teachers College 
University of Michigan 


20-30 members 


Northwestern University 
Pace College 

University of California 
University of Detroit 
University of Duluth 
University of Illinois 


10-20 members 


Miama University, Ohio 

North Texas State College 
Notre Dame University 

Ohio State University 

Portland State College 

Russell Sage 

Rutgers University 

St. John Fisher 

Sacramento State College 

San Diego State College 

San Jose State College 
Southern Illinois University 
Tennessee Polytechnic Institute 
Texas Technological College 
Union College 

University of Alabama 
University of Bridgeport 
University of British Columbia 


5—10 members 


Birmingham Southern College 
Bradley University 

Bucknell University 

Central State College 

College of Steubenville 

Drake University 

Duquesne University 
Fairmont State College 
Florida State University 
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University of North Carolina (102) 


New York University (61) 


University of California, Los Ange- 


les (51) 


University of Colorado 


University of Texas 
Western Reserve University 
West Virginia University 


University of Kansas City 
University of South Dakota 
University of Tennessee 
University of Washington 
University of Wisconsin 


University of Denver 
University of Georgia 
University of Houston 
University of Kentucky 
University of Minnesota 
University of Mississippi 
University of Nebraska 
University of Oklahoma 
University of Omaha 
University of Pennsylvania 
University of Pittsburgh 
Villanova University 
Virginia Southern College 
Washington State College 
Wayne University 
Westchester Community College 
Woodbury College 


Franklin and Marshall College 
Georgia State College 
Gettysburg College 

Golden Gate College 

Goldey Beacon College 
Harding College 

Jacksonville State College 
Johns Hopkins University 
Kansas State College 
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Kansas State Teachers College 
Kentucky Wesleyan College 
LaSalle Extension University 
Long Beach City College 
Long Beach State College 
Macalester College 

Marquette University 

Morton Junior College 

Napa Junior College 

Nebraska State Teachers College 
Newberry College 

Pan American College 
Pennsylvania State College 
Pennsylvania State University 


Alabama State Teachers College 
Alliance College 

Amarillo College 

American International College 
Aquinas College 

Arizona State College 

Arkansas Polytechnic College 
Armstrong College 

Augustana College 

Aurora College 

Baker College 

Bakersfield College 

Baylor University 

Bloomsburg State Teachers College 
Bluffton College 

Boston University 

Burdett College 

Butler University 

California College of Commerce 
Canisius College 

Catawba College 

Central Michigan College 
Central Missouri State College 
Chicago Teachers College 

City College of San Francisco 
Claremont Men’s College 
College of St. Thomas 

Colorado A & M College 
Colorado College 

Columbia University 

Cornell University 

Creighton University 

Dallas College 

Delta State Teachers College 
Detroit Institute of Technology 
Earlham-Indiana University 
East Carolina College 

Eastern Nazarene College 
Elizabethtown College 

Elon College 

Emmanuel Missionary College 
Emory University 
Evansville College 
Fordham University 
Flint Junior College 
Florida Southern College 
Florence State Teacher’s 
Georgetown College 
Graceland College 
Gustavus Adolphus College 
Heald Business College 
Heidelberg College 


( ‘ollege 
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Quinnipiac College 

St. Louis University 

San Diego Junior College 
San Francisco State College 
Southern Methodist University 
Texas Christian University 
Tulane University 
University of Arizona 
University of Baltimore 
University of Dayton 
University of Idaho 
University of Kansas 
University of Maryland 
University of Missouri 


Less than 5 members 


Henry Ford Community College 

Howard F. Greene School of Ac- 
counting 

Immaculate Conception Seminary 

Iowa State College 

Ithaca College 

John Brown University 

Joliet Junior College 

Kent State University 

Lake Forest College 

Lamar State College of Technology 

LaSalle College 

LeMoyne College 

Long Island University 

Los Angeles City College 

Los Angeles Harbor Junior College 

Louisiana State College 

Louisiana State University 

Madison College 

Mankato State Teacher’s College 

Marietta College 

Marshall College 

Memphis College of Accounting 

Midwest Institute 

Mississippi Southern College 

Mississippi State College 

Montana State University 

Moravian College 

Morningside College 

Muhlenberg College 

Multnomah Junior College 

Murray State College 

Northeastern Louisiana State 

Northern Illinois State Teachers Col- 


lege 
North Texas State College 
Oakwood College 
Odessa College 
Ohio University 
Ohio Wesleyan University 
Oklahoma A & M College 
Oklahoma Baptist University 
Oklahoma University 
Oregon State College 
Pacific Southern College 
Pennsylvania Military College 
Portland Extension Center 
Reid CPA Coaching 
Rider College 
Rockhurst College 
Roosevelt University 
St. John’s University 


University of New Mexico 
University of North Dakota 
University of Oregon 
University of San Francisco 
University of Santa Clara 
ow: Southern California 
Upsala College 
Virginia State College 
ae & Lee University 
ngton 
Weber olleg: 
Witchita 
Wright Junior College 
Xavier University 


St. Joseph’s University 

St. Michael’s University 

St. Thomas College 

San Bernardino Valley College 

San Jose Junior College 

Santa Ana Junior College 

Seton Hall University 

Siena College 

Southeastern Louisiana College 

Southeastern State College 

Stanford University 

Stephen F. Austin State Teachers 
College 

Stetson University 

Syracuse University 

Tennessee Polytechnic Institute 

Tennessee Wesleyan College 

Texas A & M 

Texas Western College 

Tri-State College 

University of Arkansas 

University of Buffalo 

University of Chattonooga 

University of Chicago 

University of Cincinnati 

University of Connecticut 

University of Iowa 

University of Massachusetts 

University of Nevada 

University of Puerto Rico 

University of Redlands 

University of Rhode Island 

University of Rochester 

University of San Diego 

University of Tulsa 

University of Utah 

University of Virginia 

Villa Madonna College 

Virginia Polytechnic Institute 

Virginia University 

Wake Forest College 

Walla Walla College 

Walton School of Commerce 

Washington & Jefferson 

Western Michigan College 

West Texas State Teachers College 

Whitewater State College 

Willamette University 

William & Mary College 

William Jewell College 

Wisconsin State College 

Yale University 
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PRECISE CRITERIA NEEDED IN EVALUATING 


ACCOUNTING ALTERNATIVES 


KENNETH G. YOUNG 


Associate Professor, University of San Francisco 


HERE EXISTS in the accounting pro- 
fession a strong tendency toward 
freedom of decision by the individual 
in the acceptance or non-acceptance of 
accounting methods. The practitioner has 
the sole responsibility for determining 
whether the methods employed by his 
client, for giving accounting recognition to 
business transactions, result in financial 
statements which “present fairly in ac- 
cordance with generally accepted account- 
ing principles.” This spirit of independ- 
ence is strongly advocated and jealously 
defended. To speak in favor of standardiza- 
tion, enforced conformity through regula- 
tion, or regimentation generally, is re- 
garded as a form of professional treason. 
To permit complete independence of 
judgment by the practitioner assumes an 
extremely high degree of competence on 
his part. Is this superior brand of profi- 
ciency an item of standard equipment pos- 
sessed by all who have received the blessing 
of the State to practice the profession of 
public accountancy? Are decisions with 
respect to the conformity or non-conform- 
ity of alternative accounting methods with 
generally accepted accounting principles, 
always made with complete knowledge 
and understanding of the criteria on which 
such decisions should be based? The 
answer is obviously in the negative, since 
the criteria are frequently unknown, mis- 
understood, or too lightly regarded. 
Other factors suspected of influencing 
the accountant in his decision-making role 
include the desires and demands of his 
clients, economy of labor, and the influ- 
ence of income and other tax regulations. 
These possibilities will not be considered 
at this time, however. The intention here 
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is to explore the need for the development 
of more objective and explicit criteria for 
selecting the proper accounting alterna- 
tive wherever the question of conformity 
to generally accepted accounting prin- 
ciples arises. 

The accounting practitioner is preceded 
by the accounting student. Frequently, 
the period of transition is extremely brief. 
The student rapidly reviews accounting 
principles with the use of text materials 
supplied by numerous publishers. In 
many instances, the textbooks avoid the 
presentation of alternative methods of 
recognizing transactions or situations. This 
tendency probably results from a desire to 
avoid confusing or bewildering the stu- 
dent. The dogmatic approach likewise is 
employed by many accounting instructors 
for the same reason, or for personal reasons 
such as time conservation, avoidance of 
laborious explanations of alternative the- 
ories and methods, or the desire to 
make all student problem solutions con- 
form to the instructor’s preference. 

Still other accounting texts present al- 
ternative courses of action and the 
theoretical explanations to accompany 
each, but fail, sometimes completely, to 
establish explicitly the circumstances or 
conditions under which each method is 
acceptable or unacceptable. Instructors, 
also, frequently fail at this point to en- 
lighten the student for a variety of reasons, 
ranging from indifference or inability to 
do so effectively, to a belief that students 
should be free to develop their own criteria. 
Consequently, it is not uncommon to 
find that students view accounting as a 
loosely developed art wherein almost any 
method of giving expression to business 
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transactions is permissible, recognizing 
only the need for consistent use of the 
method selected. 

Confusion and uncertainty in the stu- 
dent lead to confusion and uncertainty in 
the practitioners. Success in the C.P.A. 
examination and a brief period of appren- 
ticeship may help but, unfortunately, do 
not provide a guaranteed remedy or cure- 
all. 

To cite a common example of one of the 

numerous situations in which selection of 
a method from various alternatives be- 
comes essential to the practitioner’s ability 
to express his opinion on the conformity of 
his client’s financial statements to accepted 
principles of accounting, the Committee on 
Accounting Procedure of the American 
Institute of Accountants, in reference to 
inventory pricing, states that: 
“Cost for inventory puposes may be determined 
under any one of several assumptions as to the 
flow of cost factors (such as first-in first-out, 
average, and last-in first-out) ; the major objective 
in selecting a method should be to choose the one 
which, under the circumstances, most clearly re- 
flects periodic income.””! 


In the ensuing discussion of this state- 
ment, the Committee further adds: 
“The business operations in some cases may be 
such as to make it desirable to apply one of the 
acceptable methods of determining cost to one 
portion of the inventory or components thereof 
and another of the acceptable methods to other 
portions of the inventory.’” 


It is evident that the selection of the 
proper method may be of considerable 
importance since the various methods of 
matching cost with revenue may result in 
income differences of substantial magni- 
tude. Where material differences are pro- 
duced by alternative methods, it should 
logically follow that only one of the 
methods is acceptable; the other or others 


‘American Institute of Accountants, Research 
Bulletin No. 43 (1953), p. 29. 
Ibid., p. 30. 
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must be rejected if an opinion qualification 
on conformity of financial statements to 
accepted accounting principles is to be 
avoided. 

The Committee on Accounting Proce- 
dure, while indicating that, “ . . . selection 
of the method should be made on the basis 
of the individual circumstances...” 
makes no attempt to define or describe 
what these circumstances comprise; nor 
does the Committee clarify the nature of 
business operations that “...may be 
such as to make it desirable to apply . . . 
one method to one segment of the inven- 
tory and another method to other seg- 
ments of the inventory. 

On the same subject, the Executive 
Committee of the American Accounting 
Association states: 

“The method of inventory costing should be con- 
sistent from period to period and should conform 


reasonably with practices established within the 
industry or trade.’”® 


To what extent does this guide the 
practicing accountant who finds it difficult, 
or impossible, to ascertain the practices 
established within the industry or trade 
of his client; or who, upon investigating 
these practices, finds that they vary 
widely? Furthermore, widespread adoption 
of a practice or method by an industry or 
trade does not assure that it is the one 
which most clearly reflects periodic income. 

The writer recognizes that the work of 
the Committee on Accounting Procedure 
of the American Institute of Accountants 
and the Executive Committee of the 
American Accounting Association is in- 
tended to deal with broad concepts rather 
than precise methodology, but where then 
is the practitioner to find guidance when 
faced with a specific problem of relating a 
method employed by his client to accepted 

3 Tbid., p. 30. 

4 Ibid., p. 30. 

5 American Accounting Association, Accounting 


Concepts and Standards Underlying Corporate Financial 
Statements (1948 Revision), p. 4. 
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accounting principles? Accounting text- 
books may provide him with a résumé of 
of the arguments supporting and opposing 
alternative accounting practices, but sel- 
dom establish effectively the specific 
circumstances under which each becomes 
acceptable or unacceptable. In 1951, in a 
critical analysis of accounting principles, 
Earle C. King lamented before a graduate 
accounting study conference at Stanford 
University: 

‘While many books have been written which 
have sought to recite in one place a body of ac- 
counting principles, and many more articles have 
been written setting down certain specific prin- 
ciples, vast areas of disagreement exist concerning 
many practices and procedures vital to the pro- 
duction of useful and understandable financial 
statements. Furthermore, many of the authors of 
our ever-increasing stock of accounting literature 
purposely have avoided the designation of certain 
practices or procedures as definite principles. In- 
stead, they have discussed the pros and cons of 
various situations and have left to the reader the 
determination of what is to be considered the 
‘generally accepted accounting principle’ under a 
given set of circumstances.’ 


At the same conference, Carl T. Devine, 

in dealing with inventory accounting 
problems, stated: 
“The accountant’s definitions are unbelievably 
fuzzy. Typically, he does not have a clear-cut con- 
ception of the nature of the income he attempts 
so obstinately to measure. His definition of in- 
ventories, for example, is so confused that it seems 
to be a description of what traditionally has been 
called inventories rather than an operational 
statement that is related to a useful classifica- 
tion.””? 


If the reader is skeptical at this point, 
convincing proof of the need for an 
authoritative guide of action under partic- 
ular sets of circumstances can be readily 
supplied. Present to a group of practi- 
tioners and advanced students of account- 
ing a set of alternative accounting methods 


* “What Are Accounting Principles,” The California 
Certified Public Accountant, November, 1951, p. 13. 

7 “Some Problems of Accounting for Inventories,’’ 
Tbid., p. 60. 
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the use of each of which would produce 
materially different results, and ask each 
to define precisely, and in unequivocal 
terms, the specific circumstances under 
which each alternative would be con 
sidered acceptable or unacceptable from 
the standpoint of influence on financial 
statements. The variety and heterogeneity 
of answers will be incredible. Furthermore, 
little effort need be expended to find 
companies in the same industry, under 
similar conditions, using alternative ae- 
counting methods producing substantially 
different results. Yet, the auditors’ reports 
accompanying the financial statements of 
these companies, without qualification, 
indicate conformity to generally accepted 
accounting principles. The laws of opposi- 
tion of the science of Logic demonstrate 
convincingly that, while contraries may 
both be false, contraries cannot both be 
true. 

Criticizing accounting conventions may 
be regarded as a favorite pastime of those 
who dwell in the academic world. If ac- 
counting educators are guilty of being 
over-critical, this results primarily froman 
obsession to improve the imperfect. There 
are few accountants who would dispute 
the proposition that improvement in the 
development of accounting principles 
should come preferably from within the 
profession, rather than by regulation from 
without. To forestall the latter requires 
action. It is only through a constant 
stream of censure or criticism from diverse 
sources that such action will be prompted. 

When authoritative criteria have been 
established in a precise and unequivocal 
manner, the grass roots campaign of edu- 
cation by the authors of accounting litera- 
ture and the accounting educators will 
become more effective. It will be incum- 
bent on both groups to acquaint the 
student with the alternative theories and 
methods of accounting; to make it clearly 
evident that where the alternatives pro 
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duce the same or substantially the same 
end result they may be equally acceptable, 
but where materially different results 
emerge, all cannot be accepted with equal- 
ity. That is, they cannot all lead to finan- 
cial statements that conform to generally 
accepted accounting principles. At this 
point, the exact norm or standard for 
acceptance or rejection under various 
circumstances should be distinctly estab- 
lished. 

The uniform C.P.A. examination in 
Accounting Theory, at that time, could 
further the cause by altering the nature 
of the questions posed. A vast number of 
these, in recent years, have required the 
candidate to consider a particular theory 
and supply arguments both in favor of, 
and opposed thereto. This requirement 
could be extended to include a review of 
the criteria on which its acceptance or 
rejection would rest. Or a set of hypothet- 
ical circumstances could be posed under 
which the candidate would determine the 
availability of alternative courses of ac- 
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counting action, their acceptability or 
non-acceptability, and the reasons and 
authority therefor. 

The campaign might then be continued 
on the practitioner level by a periodic re- 
view, at least on a test basis, of the audit 
reports accompanying financial state- 
ments. A large share of this burden would 
be assumed, as it already is, by the 
Securities and Exchange Commission. The 
remaining load might be shared in some 
manner by banks and other lending 
agencies, State Boards of Accountancy, 
and State Accounting Societies. The 
possibilities of such a review would, in 
itself, encourage the practitioner to be 
more cautious in his opinion concerning 
the conformity of financial statements to 
accepted principles of accounting. Until 
this is done, public accountants will remain 
in the untenable position of being required 
to certify to the accuracy and adequacy 
of financial statements, when no satisfac- 
tory criteria of accuracy and adequacy 
have been established. 


‘ 
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EADERS of the literature of account- 
R ing will often have been treated to 
a discussion of whether accounting 

is an art or a science or something else. 
The present writer has frequently felt that 
argument of this kind is pointless and that 
the way accounting is described has 
nothing to do with the effectiveness with 
which it is carried out. More recently, 
however, it has seemed that confusion 
among writers as to what accounting is 
has led to confused thinking about many 
of the commonest features of accounting, 
and may interfere with its development. 
An attempt is made here to draw some 
distinctions which may clear the ground 
for a more rigorous study of the subject. 


KNOWLEDGE AND ART 


Analogy may serve as an introduction, 
but it is not to be taken as argument. Law 
is both a subject of study and a field of 
practice. So are surgery, engineering, 
chemistry. About each there is a body of 
knowledge, to the testing and develop- 
ment of which scholars and research 
workers devote themselves. In their in- 
quiries these people are guided by a series 
of methods commonly known as scientific 
methods designed and proved to be meth- 
ods of verifying the correctness of bold 
guesses or patiently worked out hypoth- 
eses, and thus of discovering new knowl- 
edge. One of these methods is reasoning, 
logical reasoning about the relationships 
between observed phenomena or concepts 


1 The allusion is to the present writer’s “Blueprint 
for a Theory of Accounting,” Accounting Research 
(London) 1955, which was the subject of comment by 
Professor Littleton in “Choice Among Alternatives,” 
THE ACCOUNTING REVIEW, July, 1956. 


DETAIL FOR A BLUEPRINT! 


R. J. CHAMBERS 
Associate Professor, University of Sydney 
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adopted to describe observed phenomena, 
Reasoning leads to generalizations, prin. 
ciples and laws, the general body of which 
constitutes the science. 

All this is quite different from the 
field of practice which attaches to or is 
based on a science. The practicing lawyer, 
surgeon, engineer or chemist is not con- 
cerned, as practitioner, with testing and 
developing knowledge; but rather with 
applying existing knowledge to specific 
cases or problems. In doing this he is not 
free to experiment; even if he has time he 
has no freedom from the restraints com- 
mon in an organized profession. These 
restraints may be imposed by the profes. 
sion itself or by the requirements of the 
general body of clients of the profession. 
But to the practitioner they are real and 
limiting. In short, the practitioner is 
working, on the basis of some underlying 
body of knowledge, but in a social en 
vironment; and, for his own protection 
as much as for the protection of his 
clients, he is obliged to conform with the 
standards, rules, codes or conventions im- 
posed upon him. 

The scientific study of any subject is 
not limited by the standards and conven- 
tions necessary in its dependent field of 
practice. The student is free to consider 
many possible modes of action, many 
possible combinations of facts and many § 
hypothetical propositions in his search for F 
knowledge. He is not constrained by the f 
necessity of making any of his theoretical 
models work in practice; but if his obser- 
vations are realistic and his reasoning 
rigorous, his theoretical models oftet 
suggest to practitioners new and mor 
useful practices than those they hav § 
been accustomed to follow. 
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The distinction between scientific prop- 
gsitions and rules of practice is evident 
from the form in which each is stated. 
Scientific propositions, i.e. the conclusions 
arising from observation and reasoning, 
are stated in the indicative mood.? On the 
other hand, rules of practice, standards 
and conventions, are stated in the form 
of directives or imperatives.’ The distinc- 
tion is not a mere verbal quibble; it repre- 
sents two quite different approaches, one 
scientific, the other practical. It also has 
quite important consequences as far as the 
development of a science or an art is con- 
cerned. For, as I have argued elsewhere,‘ 
the validity of a scientific proposition can 
be tested by reference to its premises and 
its reasoning, whereas the appropriateness 
of a rule is not subject to the same tests 
because a rule implies a value judgment, 
an opinion or a belief—none of which is 
susceptible to scientific testing. 

It is emphasized that criticism is not 
offered here of standards, rules or con- 
ventions, as such. In practice they are 
essential. But they belong to practice 
(know how) not to science (knowledge 
about). A billiards player may learn the 
tules of the game: he then knows what to 
do. But unless he knows something about 
the second and third laws of motion and 
their corollaries, either by learning from 
books or from experience and careful ob- 
servation, he is unlikely to be a player of 
great skill. There will always, of course, 
be the additional intangible something 
that makes the great player, the artist, 


_ *Eg., The third law of motion: To every action there 
ss an equal and opposite reaction. 
_ ‘Imperative is used here in the practical sense, not 
in the grammatical sense. For examples, see the use of 
should in A Tentative Statement of Accounting Principles 
(American Accounting Association), in the Recom- 
mendations on Accounting Principles (Institute of 
Chartered Accountants in England and Wales), and in 
An Introduction to Corporate Accounting Standards 
(Paton and Littleton); and see the use of straight im- 
peratives in the inductively derived principles of Pro- 
fessor Littleton in his Structure of Accounting Theory. 
“A Scientific Pattern for Accounting Theory,” The 
Australian Accountant, October, 1955. 
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but just what it is can neither be supplied 
by, nor be effective without, the rules and 
the knowledge of the underlying science. 

Manifestly, although there is an im- 
portant distinction between knowledge 
about a subject and knowledge about the 
practice of its dependent art, the two are 
not unrelated. Many critics of theorizing 
believe there is no such relationship; there 
are few more satisfying (but less effective) 
ways of condemning a proposal than to 
describe it as theoretical. Nevertheless, 
the principal qualification for entry to 
most professions is a demonstrable skill 
based on ample knowledge of the under- 
lying science or sciences, i.e. an ample 
knowledge of the appropriate theory. This 
knowledge is expected to inform the judg- 
ment of the practitioner, enabling him to 
recognize particular cases as instances of 
significant large categories. Without the 
orderly array of connected generalizations 
of which the underlying sciences consist, 
the practitioner of a complex art would be 
reduced entirely to ad hoc solutions of his 
problems. Knowledge of the subject 
(theory) gives cohesion and consistency 
to practice. It cannot eliminate measures 
which have no other justification than 
expedience or custom, but as knowledge 
increases and becomes more widely known 
among practitioners, they may take steps 
to minimize the dependence of the art on 
rules and conventions which are incon- 
sistent with reason. 


ACCOUNTING KNOWLEDGE AND ART 


Accounting is in precisely the same 
position as any other practical art. The 
field of practice is apparent. The practi- 
tioner is expected to have certain skills. 
The standards, rules and conventions of 
practice are well known, and are admitted 
by the present writer to be essential to 
practice. It is not so apparent that ac- 
counting is also a subject of study and that 
its study can be pursued in exactly the 


| 
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same manner as other scientific inquiries. 
The reason why this is not apparent can 
only be guessed; it is possible that pre- 
occupation with the art and a predilection 
to lay down rules has inhibited free in- 
quiry: it is possible that the fact that 
scientific study and practice are two dis- 
tinct disciplines has not been recognized; 
and it is possible that the course of 
preparation for entry to the profession has 
not included some study of a scientific 
nature which would awaken the curiosity 
or provide the logical tools for a rigorous 
study of the foundations of the art. This 
is, of course, simply speculation; but it is 
perhaps the same kind of speculation as 
caused Mr. Priestley to observe: 

Nobody in his senses would expect a born seer to 
do. That much is generally acknowledged. But it is 
equally ridiculous to suppose that a dashing and 
triumphant doer can really see.® 


What then is the body of propositions 
which may be said to be the subject un- 
derlying the practice of accounting? It has 
no name unless “accounting” is used (as 
it has been hitherto in this article) both of 
the subject and of practice. And what are 
its contents? Its contents will comprise a 
set of statements, in the indicative mood 
preferably, dealing with the relationships 
between concepts describing common ac- 
counting or business phenomena and 
operations. In seeking a point of departure 
it is reasonable to consider other subjects 
which bear reasonably close relationships 
with accounting. The closest and most 
obvious is economics. Some accountants, 
when confronted with this suggestion, 
demur on the ground that economics is 
concerned with national aggregates and 
not with the individual undertakings with 
which accountants are concerned. This 
objection, however, can only arise from 
misunderstanding of thecontent of econom- 


5 J. B. Priestley, “Thoughts in the Wilderness,” 
The New Statesman and Nation, 12 March 1955, 
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ics. Economists are concerned, it is true. 
to view economic events and phenomena 
from the viewpoint of whole communties. 
but as broad economic changes and major 
economic developments occur through the 
myriad contributing acts of individuals 
business firms and other organizations, 
economists are equally interested in the 
ways in which persons, firms and other 
organizations act. A considerable part of 
the theory of economics is devoted to 
examination of such acts. Professor Rob- 
bins’ definition® is indicative of the breadth 
of the subject: “Economics is the science 
which studies human behaviour as a rela- 
tionship between ends and scarce means 
which have alternative uses.” 

It is not unreasonable to expect that 
economics may throw some light on, ot 
provide some basic concepts which will be 
useful in the study of, accounting. But it 
is not the only subject to which accounting f 
may be related. It may transpire that some 
of the conclusions of psychology, political 
science and jurisprudence are also neces- 
sary and useful. Further examples are not 
necessary. It is sufficient to stipulate that 
the scientific study of accounting, asa 
subject, requires the application of scien- 
tific methods to observable phenomena, 
and that, in carrying out such a study, the 
student (or theorist) is free to observe and 
to adopt the conclusions of any other 
scientific study as he requires them. The 
study would proceed from observations, 
from the conclusions of other sciences, or f 
from assumptions, to build up by logical 
processes, a body of propositions whichis § 
self-consistent and consistent with reality. 7 
Whenever the deduced propositions lack | 
self-consistency and consistency with real- § 
ity, this lack will be regarded as indicative § 
of flaws in the original observations o 
assumptions, or of flaws in the argument. 


® The Nature and Significance of Economic Sciems © 
(Macmillan. London) p. 16. 
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Further study will be devoted to eliminat- 
ing these flaws. 

The article, ‘“Blueprint for a Theory of 
Accounting,’ was an attempt to sketch 
the form which such a theory would take. 
It sets out four propositions as a basis 
from which to proceed. For convenience, 
and as they will be used later in this article, 
they are reproduced here: 

(a) Certain organized activities are carried out 
by entities which exist by the will or with 
the cooperation of contributing parties. 

(b) These entities are managed rationally, that 
is, with a view to meeting the demands of 
the contributing parties efficiently. 

(c) Statements in monetary terms of the 
transactions and relationships of the entity 
are one means of facilitating rational man- 
agement. 

(d) The derivation of such statements is a 
service function. 


No claim is made that these propositions 
are themselves a sufficient basis; however, 
after considering some others, the con- 
clusion was reached that these are perhaps 
the most general and the most fruitful. 
The general form of these statements is 
deliberately selected in the belief that 
some conclusions of wide application could 
be reached. Two substantial uniformities, 
observable in the real world, provide the 
basis for the belief that the subject, ac- 
counting, includes a number of general 
propositions, i.e. some general theory. 
These uniformities are (i) the use of ac- 
counting information in organizations 
having vastly different purposes and legal 
or social forms, and (ii) the substantial 
similarity of method in all these cases. The 
general theory to which these observations 
point would consist of propositions appli- 
cable to all situations in which the art of 
accounting is found to be practiced, prop- 
ositions equally pertinent to accounting 
for private householders, unincorporated 
and corporate business firms, governments, 
nations, fiduciaries and eleemosynaries. 
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Obviously these propositions would only 
be concerned with the broadest features of 
accounting, but the mere fact that diverse 
entities can be treated without distinction 
for some purposes is suggestive of similari- 
ties which would not otherwise be ap- 
parent. The general propositions in con- 
templation provide the foundation for all 
more specific or elaborative propositions. 
The “Blueprint” article proceeded to 
suggest, however, that there are many 
critical differences between the organiza- 
tions which use accounting information, 
differences so great as to require different 
sets of concepts and propositions (different 
theoretical models) for each distinct class 
of organizations or entities. There will 
thus be a theory of business accounting, a 
theory of governmental accounting, etc., 
each depending on the general theory or 
including the general propositions, but 
each dealing also with differences with 
which obviously no blanket generalization 
could cope. Further, even within the 
“entity” categories suggested in the last 
sentence, there may be alternative prop- 
ositions to cope with materially different 
features, not of entities themselves, but of 
the real world in which entities operate. 


ILLUSTRATIVE THEOREM 


Point may be given, to this very broad 
description of the way in which the sub- 
ject may develop, by an example. Take 
as the proposition to be proved: In the 
case of continuing ventures, periodical ac- 
counting is a necessary condition of rational 
action. The proposition is limited to con- 
tinuing ventures; it therefore falls outside, 
though it depends on, the postulated gen- 
eral theory. And as it alludes to account- 
ing, the kinds of action contemplated are 
those having measurable financial effects 
or consequences. 


Proof. Let p,q,7, represent different classes 
of acts having measurable financial effects or con- 


| 
| 
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sequences; and let the suffixes; .23, .., indicate acts 
at different times. 

Every continuing entity operates by means of 
successive acts 

pi Pp: Ps eee 
(axiom) 

Every such act is an action taken in the ex- 
pectation of promoting the entity’s objectives 
(basic proposition 6, stated above). 

Every such act changes the entity in some re- 
spect (axiom). 

Acts of the subject entity and of all other 
entities change the environment of action (axiom). 

Therefore, no act #; is necessarily identical 
with any subsequent act ps, due to changes in the 
entity or in its environment or in the relationship 
between the entity and its environment, the ob- 
jectives remaining constant. 

Now rational action is also action taken with 
knowledge of the relationship between the entity 
and its environment at the time of action (by 
definition of rational action). 

Part of this knowledge is knowledge of the 
financial relationship of the entity with its en- 
vironment (axiom). 

The financial relationship between the entity 
and its environment may be determined from 
statements in monetary terms, i.e. from its ac- 
counting records (basic proposition c). 

Therefore it is a necessary condition of ra- 
tionality in any act, ~, g, r,-- + that such an act 
is taken with knowledge of the financial relation- 
ship of the entity with its environment at that 
time. 

However, let it be assumed that no single act 
is an act having a material effect on 
the entity, but that the cumulative effect of all 
acts p, g, r,--- over the period y is material 
(assumption). 

It follows that it is a necessary condition of ra- 
tional action that the actor shall have knowledge 
of the financial relationship of the entity with 
its environment at a time not further distant from 
the time of action than the interval y. 


Q.E.D. 


A similar theorem may be devised to 
prove that periodical revenue. accounts 
are also necessary. 

This theorem is to be considered only 
as an illustration. The argument is set 
out fully and the nature of each statement 
is indicated in order that its quality may 
be examined. The conclusion is simply a 
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consequence of the stipulated character of 
the entity and the observable facts of 
operation. There is only one assumption, 
and that appears to be a reasonable one. 
The conclusion is stated in the positiye 
form. There are no imperatives or diree. 
tives. The conclusion is thus a piece of 
knowledge. The scientist, or theorist, as 
such, is unconcerned whether practitioners 
use it or ignore it. Neither action on the 
part of the practitioners can prove or dis. 
prove it. But practitioners may well be 
expected to have learned it. 

Now, it may seem that the example 
chosen is unfortunate. Some may say 
‘Everyone agrees that periodical account- 
ing is necessary, so that the above dem- 
onstration adds nothing to practice.” But 
for people to agree that something is 
necessary is one thing; to prove that the 
same thing is necessary is another. That 
people have agreed to prepare accounting 
summaries periodically is signified by the 
use of the term ‘“‘convention”’ in respect 
of the period concept.’ But once the neces- 
sity of periodical statements is proved, it 
is no longer necessary simply to agree. A 
principle is established; the practitioner 
may then know that his customary or 
conventional procedure is correct in prin 
ciple (i.e., in theory), and that seems to 
the writer to be a clear gain to the prac 
titioner. What he once did by convention, 
he can now go on doing with conviction. 

There was another reason for selecting 
an accepted part of the practice of ac 
counting as an illustration. The theorem 
demonstrates that one of the accepted 
notions can be supported by rigorous 
argument. Others, many others, may be 
supported by similar theorems. Using the 
same procedure, however, it is also possible 
to prove that some of the accepted prac 
tices are illogical, or without logical 
foundation. In the “Blueprint” article it 


7 E.g., Gilman, Accounting Concepts of Profit, Ch. 1; 
Paton and Littleton, Am Iniroduction to Corporal 
Accounting Standards, p. 22. 
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was hinted that, given the fact that over 
time price levels change, it could be proved 
that for continuing business ventures, 
accounting statements which incorporate 
adjustments to reflect the change are a 
necessary condition of rational action.® 
This conclusion, again, is simply a piece of 
knowledge unless it can be demonstrated 
to be erroneous; and as a piece of knowl- 
edge it can neither be proved nor dis- 
proved by action on the part of practi- 
tioners as such. One who seeks to disprove 
it must have recourse to the same process 
of inquiry and argument by which the 
proof was derived. 

It is the writer’s view that a theory of 
accounting can be built up along these 
lines. Such a theory will be internally con- 
sistent, since it proceeds by logical steps to 
reasoned conclusions. It will also be con- 
sistent with the characteristics of the 
entities for which accounts are kept and 
with the environment in which those en- 
tities operate, since its premises will be 
realistic and its detail will be drawn from 
observation of the environment of action. 


Sufficient has been said so far, it is 
hoped, to make the intention and method 
clear. Some further points may be made, 
however, by specific reference to Professor 
Littleton’s comments? on the “Blueprint” 
article. It will be convenient first to dis- 
pose of some minor features. 


OBSERVATIONS ON ‘‘CHOICE AMONG 
ALTERNATIVES” 


(a) Professor Littleton says (p. 369) 
“the astonishing accomplishments of mod- 
ern business seem of themselves to be the 
strongest argument in support of [the 


* The proof is given in the writer’s “The Formal Basis 
of Business Decisions,” The Australian Accountant, 
April 1956, pp. 159-160, though it is not set out as is 
the above theorem. 

*Page references in the sequel are references to 
“Choice Among Alternatives,” THe ACCOUNTING RE- 
VIEW, July 1956. 
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historical cost basis of accounting]’’. This 
is an excellent example of what is a very 
common logical fallacy: post hoc ergo 
propter hoc. 

(b) Again (p. 369), “It is doubtful... . 
whether applying the word ‘accounting’ to 
the recording system used in totalitarian 
countries does anything to make account- 
ing universal in fact. It will not be a 
record system dedicated to the truthful 
analysis of exchange-priced transactions 
and presentation of the distinction be- 
tween, and interrelations of, capital and 
income.” Three observations may be 
made: 

(i) This passage immediately follows 
the statement, “Accounting lacks uni- 
versality, and accountants will not be 
persuaded otherwise by assertions that it 
ought to be rested upon principles of uni- 
versal truth.” This appears to be an 
oblique criticism of my suggestion that an 
accounting theory should concern itself 
with a wider variety of entities than busi- 
ness ventures. But what is meant by 
“universality”? It could mean “of univer- 
sal (actual) application”: in this sense 
accounting lacks universality only to the 
extent that some imaginable entities have 
no control over, or transactions in, money 
or kind; this limitation is provided for by 
the first word of basic proposition (a) of the 
“Blueprint” article. But whatever uni- 
versality means, the presence or absence 
of it is a matter of observation, not, as 
Professor Littleton seems to believe, of 
persuasion. Furthermore, “assertions that 
[accounting] ought to be rested on prin- 
ciples of universal truth” may well be 
disparaged; care was taken to avoid the 
assertion of any such thing in the “Blue- 
print” article. It is Professor Littleton, 
not I, who writes of accounting in such 
terms.’° 

(ii) If Profesor Littleton’s criterion of a 
system to which the designation “‘account- 


a 10 See Structure o Accounting Theory, pp. 135 .147 
6. 
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ing” can be applied is “truthful analysis of 
exchange-priced transactions etc.,’’ then 
cost accounting is a misnamed process; it 
is not even accounting according to his 
test, for a large part of it consists of more 
or less arbitrary allocations which cannot 
be described as “truthful analysis,” and a 
large part of the events with which it 
deals are notional transactions, not “‘ex- 
change-priced transactions.” It is apparent 
from his writings that Professor Littleton 
would not deliberately pronounce cost 
accounting to be beyond the pale; but he is 
(presumably unwittingly) committed to 
this position by the narrowness of his test. 
It follows that the criterion is false, inas- 
much as it results in Professor Littleton 
contradicting his own position. 

(iii) But, further, Professor Littleton’s 
choice of the example of totalitarian” 
countries to demonstrate lack of univer- 
sality seems to be equally unfortunate. 
Rational action implies accounting (with- 
out accounting how could one “‘count the 
cost” before a new act?). Rational action 
is action taken in expectation of achieving 
a purpose. Now the mode of operation and 
the method of selecting purposes is differ- 
ent in, say, the U.S S.R. and the United 
States of America, but rational action is 
expected no less in the one than in the 
other. Hence accounting of substantially 
the same kind is necessary in both. 

Not only may the necessity of account- 
ing in totalitarian countries be shown as 
above: there is ample evidence of sub- 
stantial similarity of eastern and western 
accounting in the first book on the 
economic development of the U.S.S.R. 
which came into mind. Baykov’s The 
Development of the Soviet Economic Sys- 
tem™ is liberally spiced with references to 
“reduction of production costs,” “‘unsatis- 
factory state of affairs in accountancy,” 

1t The term is of the same hazy quality as ““democra- 
cy” the multi-valence of which Professor Littleton 
notices on p. 3/0. 


2N.LE.S.R. Economic and Social Studies, 
(Cambridge 1947). 
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cost prices,” “budgets,” “valuation of 
existing productive capital,” “appropria. 
tions to sinking funds,” ‘‘unprofitableenter. 
prises” etc. How, otherwise than against g 
background of accounting similar to the 
kind found in business firms of the wester 
world, can these and similar allusions make 
sense? 

In pre-war totalitarian Germany large 
sectors of industry based their accounting 
on the Kontenrahmen,® on which, earlier, 
Professor Schmalenbach did so much work. 
This “frame of accounts” was_ 
stantially similar to the chart of accounts 
which would be found in any complex but 
efficiently managed enterprise in non- 
totalitarian countries. There is absolutely 
no room for doubt that it envisages the 
“presentation of the distinction between, 
and interrelations of, capital (real ac. 
counts) and income (nominal accounts),” 
notwithstanding Professor Littleton’s as. 
sertion to the contrary (p. 369). 

It is manifest that differences in ac- 
counting method are not so great as to 
justify Professor Littleton’s remark. On 
the other hand, the four basic propositions 
of the “Blueprint” article are quite con- 
sistent with such accounting as totalitarian 
and non-totalitarian countries may re 
quire. 

(c) As an exploratory exercise, Profes- 
sor Littleton sets down (p. 366) a éentative 
generalization, reminiscent of the “prin 
ciple of irrelevant effects’? which he has 
presented elsewhere. It is followed (spa- 
tially) by a corollary which does not follow 
(logically, as a corollary should) but which 
is simply an additional statement. The 
purpose of the tentative generalization is 
to assert the undesirability of modifying 
cost figures by index number adjustments. 
At several points he leaves no room for 
doubt about the uselessness of index 
13 See The Frame of Accounts and Factory Analysis, 


a translation by R. Webb of Kontenrahmen und Belriei- 
sabrechnung (Archive and Chart Publishing Co.) Berlin 
1946 


“ Structure of Accounting Theory, Ch. 11. 
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modified accounts.” Adjusted figures are 
described as “irrelevant,” “injecting an 
unethical element of misrepresentation.” 
If these are the effects, then there is 
certainly no reason for adopting price 
level adjustments. Equally certainly there 
isno justification for Professor Littleton’s 
“orollary” which contemplates “supple- 
mentary interpretative disclosures of price 
change effects”! On the other hand, if the 
information is necessary it can scarcely be 
called irrelevant or described as misrepre- 
sentation. 

(d) Finally, Professor Littleton speaks 
of the atural limitations of accounting. 
There are of course no natural limitations. 
Accounting is what it is made. And he 
speaks of the way in which the preparation 
of accounting statements can best be 
carried on. But best implies a value judg- 
ment which is not disclosed. He alludes 
to “features [of accounting entities] which 
are in tune with the central and controlling 
characteristic of accounting” without mak- 
ing clear what this characteristic is; but, 
at all events, would it not be more ap- 
propriate to expect accounting to be in 
tune with the central characteristics of 
subject entities? 

In addition to these minor points, two 
major features of Professor Littleton’s 
article require attention. The first is the 
implicit criticism of the four basic prop- 
ositions of the ‘Blueprint’ article which 
are reproduced in an earlier paragraph of 
the present article. 


PREMISES OF THE “BLUEPRINT” 
RECONSIDERED 


The case put forward in the “Blueprint” 
could have been attacked in one of two 
ways: either by disputing the reality or 
reasonableness of the four premises, or by 

% The context of the discussion on pp. 366-367 sug- 
gests that “the use of money prices other than those 
associated with transactions of this enterprise” is the 
same in kind and effect as, if not identical with, price 


level adjustments. For the f 
. purpose of comment this 
similarity is assumed. 
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demonstrating that the argument based 
on those premises is logically invalid. 
Professor Littleton concentrates on the 
premises, but his difficulties arise from the 
construction he places on them rather than 
from the propositions themselves. It will 
be convenient to deal with them seriatim. 

(a) Proposition (a) is simply a state- 
ment of fact, a generalization based on 
observable phenomena. Professor Littleton 
does not deny that it is a fact. But he 
says (p. 364) ““‘We may choose to assume 
either that the various kinds of enter- 
prise. ..are basically alike...or that 
it is their differences which are significant 
and controlling.” There is no such simple 
choice. Both similarities and differences 
are important, but in different ways. The 
similarities provide the ground for general 
theory; the differences make necessary 
specific additional theory. This point has 
already been made. 

(b) The second proposition—rational 
management—is also a statement of fact. 
Professor Littleton does not deny it this 
status; rather, he goes to some trouble to 
demonstrate or illustrate it. Again, how- 
ever, he offers two possible assumptions; 
actions are likely to be either rational or 
intuitive and imitative. How he can 
imagine (p. 364) that I believe the latter 
to be the significant assumption in this 
case when my own words unequivocally 
assert a believe in the former cannot be 
understood. 

(c) The third proposition sets out the 
function of statements in monetary terms. 
This too is a statement of fact in respect of 
all entities having any transactions in 
money or kind. Professor Littleton does 
not deny it is a fact. But again he presents 
a choice—“‘accounting symbols . . . should 
be considered either as representing a 
stable value of money, or as representing 
an unstable value of money.” Why this 
question is introduced at this point is not 
clear: proposition (c) makes no reference 
to it whatever. The reason why it is not 
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mentioned in the third proposition is that 
the basic propositions enable some general 
conclusions to be reached about account- 
ing, whether price levels vary or not. 
Variation in price levels is a special cir- 
cumstance; accounting under such a cir- 
cumstance is one of the specific subsidiary 
subjects of study, requiring a piece of 
theorizing dependent upon the above- 
mentioned general conclusions. For this 
reason it is mentioned (and then only very 
briefly) quite late in the “Blueprint” 
article. In the light of this, it is hard to 
understand why Professor Littleton selects 
a concluding statement on the matter from 
six such statements and devotes so much 
attention to it; it is equally hard to under- 
stand why he describes this statement as 
the principal generalization deduced from 
the assumptions. 

(d) The fourth proposition is also a 
statement of fact, a status which Professor 
Littleton does not deny it. 

In short, none of the original proposi- 
tions has been demonstrated to be un- 
realistic or unwarranted premises. 


THE LIMITATIONS OF PRAGMATISM 


The second point is of a more general 
nature. Professor Littleton’s approach to 
accounting is essentially pragmatic. The 
frequency with which he uses “should” 
and more forceful imperatives is ample 
evidence of this. Pragmatism and impera- 
tives have their place in practice, but their 
very nature leads to oversimplification. 
One example was noticed above when deal- 
ing with proposition (a); the assertion 
(p. 369) that similarities among entities 
are of controlling significance is a severely 
limiting oversimplification. 

Another and more important example 
occurs in Professor Littleton’s article. 
Twice on p. 365 and again on p. 367 he 
speaks of the work of practitioners as if 
accounting (either the study of it or the 
practice of the art) were limited by what 
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practitioners do. Whatever the profes. 
sional accountant certifies, and however 
he confines his professional work, does not 
limit or exhaust accounting. Both the 
study of it and the practice of it are wider 
than the work of the independent public 
accountant. To suggest that only “objec. 
tively derived and convincingly verifiable 
data” are fit and proper material for the 
accountant is to impose an unrealistic and 
unsupportable limit on both practice and 
theory. Once it is granted that accounting 
is a service function (and this Professor 
Littleton grants) there can be no ground 
for restricting its practice by excluding 
estimated figures. There are many prob- 
lems in the administration of business and 
other organizations for which estimated 
figures are used; the process of deriving 
these figures is surely part of accounting 
even though it is not that part of account- 
ing with which independent public ac- 
countants are concerned. Further, even 
in the generally accepted practice of ac- 
counting there are necessarily estimates; 
periodical accounting necessitates esti- 
mates of the life span or the unexpired 
cost of durable assets; and, estimation 
being a subjective act, no such estimate 
can legitimately be described as “‘objec- 
tively derived and convincingly verif- 
able.” This phrase is therefore a patent 
oversimplification of reality. 

Of some of the difficulties of making this 
criterion work, Professor Littleton is 
aware. Standard costing and Lifo are two 
clear departures. In an attempt to justify 
these he avers: “‘ . . . standard costs, and 
even Lifo, are firmly tied to enterprise 
actualities in a way not seen in the case of 
imputed interest and index-modified rev- 
enue charges. Lifo is based on actual 
exchange-priced transactions of this en- 
terprise; accounts for variations from 
standard cost tie the latter to invested 
cost”’ (p. 367). 

Now Lifo may be based on, but it does 
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not reflect, actual exchange-priced trans- 
actions; 2 Lifo valuation does not repre- 
sent invested cost. Similarly, a standard 
cost and variations from it may be based 
on, but they do not reflect, actual ex- 
change priced transactions; invested cost 
is divided arbitrarily into two parts each 
of which is given a distinctive quality and 
effect. Index-modified revenue charges 
are exactly the same in character. They 
are based on, but they do not reflect, 
actual exchange-priced transactions; in- 
vested cost is divided arbitrarily (inas- 
much as a price index is to some extent 
arbitrary) into two parts each of which 
is given a distinctive quality and effect. 
There is thus no significant difference be- 
tween standard costs, Lifo and index 
number adjustments. All are departures 
from objectivity, and from invested cost. 

It will be apparent that whether Profes- 
sor Littleton’s criteria (i) “objectively 
derived and convincingly verifiable data,” 
(ii) “exchange-priced transactions” and 
(iii) “invested cost’ are the same in es- 
sence or different in degree, none of them 
nor any combination of them is sufficient 
to cover observable accounting practices. 
In fact they are over-simplifications and 
they cannot therefore be used as legitimate 
bases for challenging price level adjust- 
ments. 

A final example of the limitations result- 
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ing from the pragmatic approach is the 
common failure to examine any other case 
than that of the privately owned business 
venture—the business corporation. State- 
ments which appear to be true enough 
about entities of this class are quite com- 
monly asserted as if they were generally 
true. The fact that practice and practi- 
tioners are more frequently concerned with 
corporate affairs than with the affairs of 
other types of entity may be the reason. 
But the study of the subject and the prac- 
tice of the art will be hamstrung unless 
this preoccupation is tempered with crit- 
ical and imaginative comparisons of 
different entities and different accounting 
methods. 


CONCLUSION 


The theory contemplated in the “Blue- 
print” article and in Part I of the present 
article is significantly different from the 
body of rules, doctrines and conventions 
which are commonly described as the 
theory of accounting. The differences may 
delay the acceptance of the type of theory 
envisaged by the writer; but the inherent 
contradictions and the logical and seman- 
tic difficulties which characterize existing 
expositions of accounting theory provide 
ample reason for seeking a more closely 
knit and realistic set of concepts and prop- 
ositions. 


Part-Time Lecturer and Assistant Registrar, The University of Sydney 


in the search for a theory of account- 
ing, but some of the ideas expressed 
have left a lot to be desired. As an example 
of such ideas, and because it has found 
some acceptance, I will consider as a 
starting point the one that accounting 
theory or theory of accounting is: 
1. a growing body of beliefs 
2. recorded experience 
3. a product of history to which we have 
taken our powers of reasoning how- 
ever inadequate. 


[ recent years interest has been shown 


A growing body of beliefs 


The use of “beliefs” as applying to a 
theory of accounting must lead to con- 
fusion. ‘‘A belief’ suggests a sense of devo- 
tion, the acceptance of a truth or an im- 
pelling thought, whereas what is intended 
is an idea. In the particular article ‘‘be- 
liefs” or “ideas” are used as alternatives 
when in fact they are not. The “‘beliefs” or 
“ideas” used in a theory can only be 
“propositions.” 

A “proposition” is a statement or asser- 
tion and eliminates any suggestion of 
devotion or the acceptance of a truth. 
Allowing the substitution of “proposi- 
tions” for “beliefs” in (1) we have “a 
growing body of propositions.” A theory 
of accounting thus includes a collection of 
propositions, statements or assertions but 
it is essential that in any theory such 
propositions be applied to something. 
Later in this article I will consider to what 
the propositions can be applied in order to 
complete a theory, for the propositions of 
themselves do not form a theory. A prop- 
osition applied to a particular set of 
facts may give one result and when ap- 


1 R. E. Maskell, “Why a Theory of Accounting,” The 
Australian Accountant, March, 1955. 
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plied to another set may give another 
result, and it will be found that some. 
times a proposition cannot be applied as 
suggested. 

If the words “growing body” are used to 
indicate an ever increasing number of 
propositions I must reject the words, but 
if used to indicate a changing number— 
increasing or decreasing—lI have no criti- 
cism to make. Thecollection of propositions 
may decrease as well as increase, fora 
proposition or series of propositions may 
well be discarded or replaced. It could be 
that over a limited period there would be 
a decrease but over an extended period an 
increase. It is also possible that after a 
peak has been reached the number of 
propositions would decrease. 

If the words “growing body” are in- 
tended to mean “ever increasing” then 
the word “‘belief” for which I substituted 
“proposition” may be intended to be 
“knowledge.” A “growing body of knowl 
edge,” where “knowledge” means the fact 
of knowing a thing can result in a de- 
creasing number of propositions. More 
knowledge may not affect a particular 
proposition, but can mean that such a 
proposition is accepted or rejected. Know! 
edge itself is not a theory. 

The only interpretation of “a growing 
body of beliefs” which is acceptable is “a 
changing number of propositions.” 


Recorded experience 


Even allowing this interpretation of (1), 
(2) may in certain instances contradict 
this. Recorded experience gives rise to 
positive propositions but can eliminate 
normative propositions. The word “posi- 
tive” is here used to mean that which is 
formally laid down in practice as opposed 
to “normative” meaning a standard which 
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may or may not be reached in practice. 
Thus positive and normative can be 
translated into the “is” and the “ought,” 
recorded experience giving rise to positive 
propositions being the ‘‘is’” and the nor- 
mative the “ought.” It is possible for 
recorded experience to give rise to prop- 
gsitions, but the recorded experience is 
of itself not a proposition. 

Recorded experience does not form part 
of any theory of accounting. What has 
happened in the past may be recorded 
in a certain accounting manner, but the 
recording will vary depending on the basic 
proposition as to how the recording should 
be made. The recorded experience or the 
recorded form of accounting has arisen 
out of a proposition and if a different 
proposition is used the recorded experi- 
ence is different. 

Recorded experience is in fact an “‘is,” 
but it might also be the “ought.” At a 
certain time it has been considered that 
the record ‘‘ought” to be made in this 
manner and “is” in fact so recorded. A 
student of the theory of accounting must 
consider whether the “ought” which was 
chosen was in fact the true “ought” in the 
light of any further knowledge available. 

Recorded experience is thus not part of 
a theory of accounting but is one of the 
sources which gives rise to propositions. 
There are positive and normative proposi- 
tions in any theory and recorded experi- 
ence does not give rise to all possible posi- 
tive and normative propositions. The 
circumstances, legal, economic and other, 
which gave rise to the recorded experience 
are at least as important as the recorded 
experience. 


A product of history to which we have taken 
our powers of reasoning however inadequate 


The third reference eliminates any possi- 
bility of the “powers of reasoning” 
preceding the product of history. Here 
again one is faced with the statement that 
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a “theory” is but a description of practice. 
This cannot be so if propositions are 
advanced which have never been subjected 
to practice. Whether a “product of his- 
tory” is possible is open to doubt; history 
of itself will not produce, as the word 
means a formal record of the past. The 
words must be intended to mean “re- 
corded experience” and thus open to the 
criticism given earlier. If it is a recorded 
experience—in a particular form—or a 
record of the past to which powers of rea- 
soning have been applied, does this pre- 
suppose that the first record was made 
without reason? By all means apply reason 
to the accounting records of the past but 
let it be remembered that reason of others 
has already been applied to produce the 
record, for if this were not so the past 
record would be of little use. 

Not only must reason (the word being 
used as “to question”) be applied to the 
formal record, but also the circumstances 
which gave rise to the formal record must 
be considered. The original formal record 
may have been in accordance with prop- 
ositions acceptable at the time, but a 
reassessment must be made in the light of 
changed economic and social conditions. 
The practice cannot be allowed to become 
the master and the reason for the institu- 
tion of such practice forgotten. 

In any study to formulate propositions 
not only must existing practice be con- 
sidered but also the circumstances and 
any changes thereto which gave rise to 
such a practice. 


PURE AND APPLIED ACCOUNTING 


When accounting theory is explained in 
the terms mentioned at the start of this 
paper, there is no doubt that the applied 
techniques of accounting have been con- 
sidered and endeavour made to make these 
into a theory. As mentioned earlier these 
applied techniques are not part of a 
theory but rather the application of a 
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theory. To reject such a description of a 
theory does not detract in any way from 
the fact that a theory of accounting is 
both necessary and possible, and the need 
for this has become increasingly apparent 
over the last few years. 

It is essential for the advancement of 
accounting that the subject be studied in 
theory and that propositions be formulated 
which can eventually be tested by prac- 
tical use. This is not to deny, of course, 
that the teaching of procedures and tech- 
niques is absolutely necessary, as is train- 
ing in any other technology; but to go 
behind the practice and find the reason is 
also necessary and the true and time- 
honoured function of the academic. 

There are thus two aspects to the study 
of accounting, namely, the pure and the 
applied. The “pure” aspect is the ideal 
method or “ought” and the “applied” 
is the expedient or the ‘“‘is.”’ 


Province of pure and applied accounting 


The division between “pure” and “ap- 


plied” accounting may in some way be 
likened to the construction of a building. 
It is possible to erect a building without 
having a plan, but this could result in 
buildings of peculiar design with doubtful 
staying power. Accountants have been 
content for many years to do very much 
the same thing. 

Before a building is erected it is neces- 
sary to consider where it is to be erected 
and the result desired. Given these two 
things many designs can be advanced, and 
of these some will appear to be more 
efficient than others. It is possible to 
estimate the result of a particular change 
in design but only after the building is 
erected can it be said that the expected 
result has been achieved. The designs pro- 
duced will also vary with the time at which 
the building is to be erected and so it 
should be with accounting. 

Given an entity and the results de- 
sired from that entity, propositions can 
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be advanced as to how the results can be 
obtained. This, including a survey of the 
effect on other disciplines of using different 
propositions, is “pure” accounting, and 
the practical application is the “applied,” 

In applied accounting methods hay 
been slavishly followed for years eve, 
though the circumstances of each case have 
been different. No two cases can be identi- 
cal as the time of each is different. This 
change of time cannot be ignored, even 
though in applied accounting every en. 
deavour has been made to do so. 

In ‘‘pure” accounting the changed social § 
and economic environments must be tak- } 
en into account to see if these in any way 
affect the propositions in use. Likewise, 
within this field must come a theory of J 
accounting—the relation of such a theory F 
to other disciplines and at least to social, 
legal and economic environments; a con- 
sideration of the circumstances which gave 
rise to applied techniques; a study, e 
pecially a comparable one, of the results 
obtained by the use of different proposi- 
tions; a consideration of the result de § 
sired; and the relation of such results to 
other disciplines and environments. 

Within the field of ‘‘applied”’ account- 
ing would come much of the actual ac- 
counting procedures and techniques now § 
followed (which would be subjected to § 
the scrutiny of students of “pure” ac- 
counting) and the testing of propositions | 
arising from “pure” accounting. 


A “theory” 


In a theory of accounting there are three § 
basic considerations, namely: 

1. Given an entity of any description | 
there are certain aspects of this entity § 
which may be studied (e.g. legal, eco § 
nomic), and one of these aspects is at 
counting. 

2. From this accounting it is necessary § 
to derive certain facts or results (e.g. the 
revenue position, the capital). 

3. The facts or results are obtained by 
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applying certain propositions to the entity. 

A “theory” thus is a series of proposi- 
tions relating to entities and results. The 
entities, results and propositions will 
change from time to time and in addition 
each will have subsidiaries. 

The continual change in propositions is 
particularly important. Even if proposi- 
tions are advanced which eventually are 
irrelevant, something has been achieved. 
It is just as important to know that a 
proposition is unacceptable as it is to 
known that one is acceptable. 

To consider more fully a theory of ac- 
counting it is necessary to consider the 
fundamentals, entities, propositions, and 
results. 


ENTITIES 


A basic requirement for a theory of 
accounting is to separate the different 
entities. A proprietor of a business is a 
different entity from the individual who 
returns to his home each evening, but the 
two may merge into one at any time. With- 
ina theory of accounting it is just as nec- 
essary and reasonable to account for the 
individual as it is to account for the pro- 
prietor. A theory of accounting does not 
need the “entity convention,” for within 
a theory there will be different entities 
one of which will be the one for which cer- 
tain results are required. These entities 
are numerous as can be seen from such 
an entity as a “Government” in which 
there are many variations. 

The separation into entities must be 
for the purpose of accounting and thus 
the entities are accounting entities. Dif- 
ference in entities which may be relevant 
for other purposes, e.g. legal or economic, 
may be irrelevant in accounting. This is 
seen when legal entities and accounting 
entities are compared. A child, that is a 
person under 21 years, can be a different 
legal entity from an adult, yet for purposes 
of accounting the age of the person con- 
cerned is irrelevant. In like manner the 
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mental capacity or sex may determine a 
legal entity but in accounting be im- 
material. 

The classification into accounting en- 
tities may be made in several ways, e.g., 
on duration of time, or on capital struc- 
ture, but whatever classification is used a 
series of entities all different for purposes 
of accounting will be obtained. 

It is interesting to notice that the law 
may insist that a particular type of entity 
be included as an accounting entity and 
may even in some cases create an account- 
ing entity. The former is illustrated by 
the fact that accounts must be kept for 
companies and the latter by the English 
Tax Acts which require a joint tax return 
from a man and his wife. 

The different entities within a theory of 
accounting must include all entities for 
which accounting is theoretically possible 
and the differences in entities must be 
determined from the viewpoint of account- 
ing. 

PROPOSITIONS 

In considering the theory and practice 
of a subject it is sometimes hard to dis- 
tinguish between a proposition and a 
practical procedure. The practical proce- 
dure is the application of a proposition to a 
particular set of circumstances, and in 
effect is the interpretation into applied 
techniques of the proposition. 

In a theory of accounting it is essential 
that only the propositions be included and 
the practical procedure ignored. 


“PROPOSITIONS IN A THEORY” 
Recording 


There are many propositions which may 
be advanced, as can be seen from a con- 
sideration of the development of account- 
ing. 

The first entry in a Journal consisted of 
a record to aid the memory of man and 
may have been a record of a sale, say 
“sold Smith three sheep.” It will be no- 
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ticed that the record need not have been 
made in monetary terms; especially would 
this be so in a community existing under 
the economic system of barter, where a 
record in financial terms would be super- 
fluous or impossible. At this stage in a 
community existing under a monetary 
system (a change in economic environ- 
ment) the proposition could have been 
advanced that the transaction shall be 
recorded in the known currency. The prop- 
osition advanced was found workable in 
practice and is now spoken of as the 
“monetary convention.” The proposition 
is that “Accounting records can be kept 
using the symbols of the known monetary 
system.”’ The “convention,” that is, the 
general rule of practice is to record the 
transaction in the monetary system, 
ignoring the changes in value of the 
money. 

Bearing in mind the distinction between 
the “proposition” and the “convention” 
economists have criticised the “monetary 
convention,”’ but not the proposition from 
which the convention springs. They can- 
not be ignored and only further research 
may determine whether the convention is 
invalid or whether the original proposition 
is unacceptable. 

Let us assume the “monetary” prop- 
osition is found unacceptable. A prop- 
osition that financial transactions could 
be recorded in a new system of symbols 
throughout the world might then be 
advanced. This is a proposition in account- 
ing which has yet to be proved acceptable 
or rejected and, at present, in theory it is 
workable. It is a proposition which most 
likely will never be put to the test of 
practice, but nevertheless it could be 
superseded by a further proposition. 

At this stage it is necessary to remember 
that a proposition might eventually be 
rejected even though it has been accepted 
for a long time, and that this may be 
brought about by a change in the sur- 
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rounding circumstances. Advanced and 
additional knowledge may well result jn 
the substitution of a new proposition, A 
proposition is of practical use only until 
such time as it is replaced by one giving 
further or better information. The ad. 
vancing of a proposition, eventually found 
to be unacceptable, is nevertheless ap 
advance of knowledge (and a step in the 
direction of truth and perfection). 


Profit 


To illustrate a proposition further, it is 
only necessary to consider the need to 
ascertain profit (leaving this word open 
to definition) of an entity. A proposition 
has been advanced that the profit of an 
entity can be obtained from the account- 
ing records. The practice has developed of 
transferring the balances of the expense 
and income accounts to an acccount—the 
name of this account being immaterial but 
determined in practice as profit and loss 
account—and the difference recorded as 
profit or loss. In a liquidated venture 
where there is no stock and no period to 
be considered, a proposition of profit may 
be unadorned by subsidiary propositions. 

In practice, a simple proposition of prof- 
it becomes more complex when consider- 
ing a continuing entity. If the profit 
proposition is stated as a general one, the 
practice of what is known as the “‘account- 
ing period convention” must be regarded 
as a convenient practice under a general 
proposition. To substantiate the general 
proposition of profit, it is immaterial 
whether the profit is determined at fixed 
intervals spread over the life of the entity 


or whether it is only ascertained at the 7 


end of such entity if this ever comes. f 


‘ 


Many texts treat the “accounting period 
convention” with great reverence and 
respect, but this is both misleading and 
unnecessary. A general proposition 0 
profit covers the ascertaining of profit for 
a particular transaction, a series of trans 
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actions, or for any period of time. It does 
not need the artificial breaking up of the 
life of the entity. 


Depreciation 


Arising out of the general proposition of 
profits, subsidiary or collateral proposi- 
tions have been advanced. A proposition 
as to the determination of depreciation is, 
in the first instance, a subsidiary to assist 
the ascertaining of profit. To record 
depreciation in practice is a simple matter 
learned by the practising accountant, but 
seldom is the reason asked. The various 
systems of depreciation are known but the 
reason why such procedures are used is 
far more important. 

The treatment of depreciation has for 
some time been under criticism, but if a 
depreciation proposition is advanced in 
general terms the practice of accountants 
who ignore the general proposition is 
under criticism. The actual practice in 
regard to depreciation has for some time 
been in the form of depreciating the re- 
corded monetary symbols, but it is now 
suggested and might even be considered 
as a subsidiary proposition of a general 
proposition that depreciation shall be on 
the basis of monetary loss, after consider- 
ing the loss due to a change in monetary 
value of the article and the change in 
value of the money. This, of course, may 
be linked to a proposition of recording 
transactions in the symbols of the known 
monetary system. The accepted method 
of depreciation, if there is a limited de- 
preciation proposition, may now be un- 
acceptable and a new proposition would 
need to be advanced. It could be, of course, 
that the practice has not conformed to the 
general proposition and that the practice 
Is Incorrect. 


General 


The propositions mentioned above have 
hot been stated as being acceptable, but 


221 


only as possibilities, and in the same way 
one proposition may have many inter- 
pretations in practice. Other propositions 
relating to accounting have been advanced, 
have been found unacceptable, and it is 
reasonable to suppose that new proposi- 
tions will arise. The propositions need not 
come from a study of practice but rather 
may precede practice, that is, the prop- 
osition may be normative as well as 
positive. 
RESULTS 

The results to be obtained from the 
application of propositions to entities are 
numerous. It is generally accepted that 
accounting supplies two results, namely: 

1. the net effect of the entity’s trans- 

actions, 

2. the resultant position of the entity. 

These two results are referred to as the 
revenue and the capital position of the 
entity, but any such reference is a very 
loose description. In either heading, rev- 
enue or capital, there are many different 
results obtainable. The result will depend 
on the propositions used and also the dif- 
ferent applied practices within the one 
proposition. 

The revenue result and additional in- 
formation sought by one person is different 
from that sought by another. Management 
of a company desires different information 
from that required by the investor. The 
tax and price officials require other in- 
formation. 

Apart from different types of people 
requiring different information, one person 
may require two different kinds of in- 
formation. All these different results may 
be obtained by the application of the 
appropriate propositions, but it is to be 
remembered that the results should be 
used only for the purpose originally desig- 
nated. Far too often do people when look- 
ing at accounts say, “This does not show 
such and such,” when in fact it was never 
intended that it should. 
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It must also be noted that the results 
required will affect the propositions to be 
used. It is possible that a result may be 
required to be expressed in monetary 
terms but it is just as possible that a 
result may be required in other terms. 
Accounting cannot supply all desired 
results, but from a theory of accounting 
can be seen the results which accounting 
does supply. 

The law has a particular relation to re- 
sults required, for the law requires certain 
results to be available from certain ac- 
counting entities. It is not possible in 
this paper to consider the various results 
required by law but sufficient it is to state 
that, inter alia: 

1. the law in some instances requires a 
result and assumes accounting can and 
will take place, 

2. the law in some instances sets out 
wholly or partly the manner in which 
the required result is to be obtained, 
that is, either propositions or applied 
practices are determined, 

3. the law in some instances would be 
ineffectual if accounting could not take 
place. 

In addition to the requirements of the 
law, economists, management, investors, 
and students, among others, all seek in- 
formation or results from accounting. 
Provided the accounting entity is known 
and the result desired stated, in a theory 
of accounting the propositions can be 
stated which give the result. 


ACCOUNTING IN THEORY 


The whole structure of accounting as a 
theory can be set up to precede the struc- 
ture of accounting as practised. To formu- 
late this would be far more than could 
be recorded in this paper, but a basic 
proposition is that it is possible to account 
for an entity, and from this a whole series 
of propositions springs. All branches of 
knowledge may be divided into academic 
and technological, the one dependent on 
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the other and the one seeking advice and 
guidance from the other. This has not 
been done in accounting. 

In a study of law it is not merely a 
matier of learning statutes and cases, but 
there is need for the academic study of 
dicta and enquiry into the relationship of 
law to other disciplines such as logic, 
justice and society.* Accounting has not 
been studied in this manner to any extent, 
This would involve a consideration of 
results and propositions in relation to the 
other aspects of an entity. If instead of 
applying a certain proposition to an entity 
another proposition had been applied 
getting a different result, what effect would 
this have had on society or justice or 
national economic development? 

To the practicing accountant remem- 
bering practices of the past undoubtedly 
assists practice in the future, but advance- 
ments of knowledge are not made by 
merely following what has been done in 
the past. Undoubtedly good accounting 
techniques have been developed by prac- 
tice, but there are bad techniques which 
should have been avoided. The need for 
normative as well as positive propositions 
is apparent. 

I do not suggest that a proposition will 
always be acceptable for this is not so, 
but such a consideration of accounting 
may determine that the working of 4 
practising accountant is less efficient than 
need be. 


CONCLUSIONS 


To revert to accounting practice and a 
theory of accounting, I cannot agree with 
any inference that there is ‘a theory of 
accounting” which means no development 
before practice, but agree that there are 
what might be termined fundamental 
premises from which accounting practice 
develops. 

The main proposition in relation to 


2 J. Stone, The Province and Function of Law, Assod- 
ated General Publications Pty. Ltd. 
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accounting is: “given an entity it is 
possible to account for it.” This proposi- 
tion then of itself becomes a fundamental 
proposition from which springs a prop- 
gsition such as: “‘accounting shall be in 
the symbols of the appropriate monetary 
system.” 

A further proposition arising out of the 
latter proposition is that the accounting 
shall be presented in the form of rationally 
prepared statements, and another proposi- 
tion that such statements shail be of 
service to the entity and others. Where 
these functions are not fulfilled in practice 
the proposition is, for the time being at 
least, not acceptable, remembering, of 
course, the non-acceptance in popular 
terms of a proposition does not by any 
means disprove it. 

Arising out of these propositions come 
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others, such as: “a proposition of profit” 
(without definition), and ‘‘a proposition of 
depreciation.”’ All these propositions ap- 
plied to entities will give results and the 
whole is a theory of accounting. 

Accounting procedures may have been 
developed without a “theory” but it is 
essential to realize that much may be 
gained from an academic study of account- 
ing. 

There are fields of study both “pure” 
and “applied,”’ but the need for co-opera- 
tion is essential. The absence of “pure” 
accounting in contrast to the large bulk 
of ‘‘applied’’ has severely handicapped all 
the profession. The entities and results 
can be set out in general terms and the 
basic need is for a classification of the 
propositions. 


AUTOMATION IN ACCOUNTING SYSTEMS* 


ARTHUR E. CARLSON 


Associate Professor, Washington University 


ANY APPREHENSIONS and _ fears 
M have developed on the part of 

employed persons as a result of 
the extensive publicity given to electronic 
data processing. Cartoonists are now be- 
ginning to use this form. of accounting 
system automation as a subject with in- 
creasing frequency. One cartoonist has 
depicted a prospective employee in 1960 
approaching the employment office of a 
large manufacturing concern, where he 
reads a sign which proclaims, “What can 
you do that a computer can’t do?” 

The first matter that should be con- 
sidered is just what is different about 
electronic data processing. I would like 
to limit the area of consideration to the 
electronic computer, since this machine 
seems to have the greatest potential for 
application in the business world. The 
computer is a device able to perform 
arithmetical, mathematical, and logical 
operations within itself, receiving and 
dispensing information with the aid of 
either magnetic or paper tape. This should 
not be confused with punched-card and 
other truly electronic devices which have 
definitely known limitations in their 
function and application. There will most 
certainly be further developments in 
punched-card equipment and expansions 
of its application, but the potential appears 
to be more limited than is the case with the 
electronic computer. 

Further, I would like to draw a distinc- 
tion between special-purpose and general- 
purpose electronic computer equipment. 
Special-purpose equipment embodies just 
one or a few of the parts found in a large- 

* This paper was presented at a meeting of the St. 


Louis Chapter of the National Machine Accountants 
Association on April 26, 1956. 


scale computer. Designed for special 
application, this equipment is inflexible 
and can be used only for the particular 
purpose for which it is made. On the other 
hand, general-purpose equipment is com- 
pletely flexible and can be used to carry 
out an unlimited variety of business tasks, 
Obviously, if the cost is not prohibitive for 
a particular business, general-purpose 
equipment will be more economical in the 
long run. 

Two major characteristics of the elec- 
tronic computer are indeed revolutionary 
in nature. First and foremost is the ability 
of this machine to follow through a long 
series of operations in sequence without 
intermediate human aid. The second 
revolutionary characteristic of the com- 
puter is its high speed of operation. Opera- 
tions requiring days or weeks when per- 
formed manually may be accomplished in 
a few minutes or hours in this fashion. 

The intelligent business executive is 
bound to come fairly soon in his thinking 
to the question of cost. His major question 
will undoubtedly be: “What determines 
whether my company can use this type of 
equipment economically?” 

The fact that a major installation pur- 
chased outright might cost more than a 
million dollars does not mean that it 
should be immediately dismissed. It is 
possible to obtain computer equipment on 
a lease basis. The really important cost 
consideration, as in the case of any poten- 
tial acquisition of equipment, is the match- 
ing of the potential value to be secured 
against the cost. 

The costs of installation and the periodic 
amortization charges or rental fees must 
be compared with the salaries of the per 


sonnel whom the machine would replace. § 
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Ibid. 


If the elimination of 100 clerks would save 
$300,000 in salaries per year, this would 
effectively recover a million-dollar invest- 
ment in three and one-third years or 
ofiset the rental cost each year of its 
operation. A period of five years after the 
machine is pressed into service should, 
in this same example, cover the installa- 
tion costs as well. 

It would be helpful to the business ex- 
ecutive if there were some rule of thumb 
that could be followed in determining 
whether a computer installation were de- 
sirable in his particular case. For the 
present, electronic computers will not be 
economical for very small business enter- 
prises, but when one considers the rapidity 
of technological development in the United 
States since 1900, it is anyone’s guess as to 
how long this will continue to be true. 

Arthur Andersen & Co. made a sys- 
tems study' for a firm with 5,000 em- 
ployees. Their immediate reaction was 
that this company was far too small to 
consider the installation of an electronic 
computer. Investigation disclosed that the 
payroll procedure used by the organization 
was so complex that 150 clerks were re- 
quired to handle it. Arthur Andersen 
recommended that the company first study 
those of its organizational procedures 
which were responsible for the complicated 
payroll system in an effort to simplify the 
system itself. The installation of a com- 
puter was recommended only in the event 
that the existing payroll system could not 
be simplified. 

This study? illustrates the point that the 
degree of complexity of the accounting or 
reporting problem and its simplification 
possibilities both have bearing on the de- 
cision as to whether or not to install an 
electronic computer. Another approach, 


’ Higgins & Glickauf, “Electronics Down to Earth,” 
ene Business Review, March-April 1954, pp. 97- 
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if your business already uses punched-card 
equipment, is to recognize that an elec- 
tronic computer installation will probably 
either supplement or supersede punched- 
card accounting. A quick rough compara- 
tive check can be had by matching the 
rental or amortization and clerical costs of 
punched-card equipment to be superseded 
against the rental or amortization cost of 
the computer under consideration. Some 
of the clerical cost related to the punched- 
card equipment may be buried in a variety 
of separate departmental operations which 
would be completely replaced by a com- 
puter operation. 

As a generalization, if an electronic com- 
puter installation is capable of replacing 
from 125 to 150 clerks or the equivalent of 
their salary cost in terms of machine rent- 
als or amortization and other fixed charges, 
the installation would seem to be econom- 
ically justified. To go further than this 
would be dangerous at this time. 

It seems advisable at this point to con- 
sider some of the economic advantages to 
business management in the application 
and use of the electronic computer. I have 
already indicated that the potential sav- 
ing in clerical labor is probably the most 
evident of these advantages. But let us 
investigate further just how this can be 
accomplished. 

First of all, the number of operating 
steps now found in many manual office 
procedures can be substantially reduced, 
and the intermediate labor operations 
eliminated. A chart form analysis of any 
office or accounting procedure usually re- 
veals an amazing number of steps or opera- 
tions. Punched cards do not eliminate a 
number of steps requiring labor opera- 
tions. But the electronic computer, through 
automatic sequencing of operations previ- 
ously worked out and translated onto in- 
struction tapes, eliminates most of the 
operating labor required by present-day 
mechanical installations. 


| 
| 
| 


226 


Secondly, clerical labor savings can be 
obtained through the reduction of pro- 
cedural exceptions to routine treatment. In 
existing large, mechanized operations there 
are found certain procedures which are not 
adaptable to mechanical treatment. The 
operation of the entire system might be 
impaired if these irregular matters were 
forced into the regular mechanical flow. 
Most concerns using existing mechanical 
installations have therefore handled these 
exceptions manually in order to save both 
time and cost. In many instances, the man- 
ual operations surrounding a mechanical 
installation have tended to eat into the 
anticipated savings. Through its ability to 
carry out a set of complicated instructions 
at phenomenal speed, the electronic com- 
puter is able to handle the bulk of these 
procedural exceptions. 

Finally, clerical labor savings can be ob- 
tained because of the fact that electronic 
equipment can handle work which has 
never before been ~~; ~ble of being mech- 
anized. 

Before electronic computers entered 
the business scene, ™cchanization of ac- 
counting was limited to those areas which 
did not involve comparisons and logical 
conclusions based on review of certain 
given facts. Even in an existing mech- 
anized payroll system, much human effort 
is used in the review of time sheets to deter- 
mine overtime bonus and vacation pay 
eligibility, shift-pay differentials, and other 
factors involving conclusions that can re- 
sult only from a review of predetermined 
facts. Electronic computers simulate some 
phases of human mental effort in weighing 
and comparing known facts to produce a 
conclusion or result. This area of electronic 
data-processing is probably the one most 
fertile with possibilities. 

At this point, I would like to have you 
notice that I have carefully avoided the 
use of the terms “judgment” and “deci- 
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sion.”’ Webster defines judgment as “the 
pronouncing of an opinion or decision—the 
operation of the mind involving compari 
son and discrimination, by which knowl. 
edge of values and relationships is mep. 
tally formulated.” Webster defines decision 
as “the act of settling or terminating a 
controversy by giving judgment on the 
matter—the act of determining in one’s 
own mind upon an opinion or course of ac- 
tion.” 

The limiting factor in the use of elec- 
tronic computers to handle new work lies 
in man’s ability to review a given problem 
analytically and then to translate that 
problem into language which the machine 
can understand through the medium of 
electronic impressions on magnetic or 
paper tape. This is no small task. It is just 
another way of saying that the bottleneck 
in the extensive use of electronic data- 
processing equipment is the input stage. 

I take exception to the many writers 


and speakers on the subject of electronic | 


data-processing who have said that this 
machine exercises judgment in making de- 
cistons. True, the electronic computer per- 


forms some of the functions involved in | 
the exercising of human judgment and the | 
making of human decisions. But the pro- | 


gramming phase of electronic data-process- 
ing, which involves analytical review, 
simplification, and translation of the steps 
in the problem into electronic language is 
just as much a part of judgment and deci- 
sion-making as is the function of the ma 
chine in comparing the data and drawing 
conclusions. 


While I would not wish for a moment to | 


minimize the importance of the direct dol- 
lar savings that I have just mentioned, It 


| 


| 
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appears to me that the most important im- | 
pact of the electronic computer in the auto- 


mation of accounting systems will be the 
drastic change in management thinking 4 
to the function of an accounting and re 
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porting system. T his is the development 
that will probably affect our entire econ- 
omy before too many years have passed. 

Past emphasis on reports for manage- 
ment has been almost entirely on the sum- 
marization of historical data. It might be 
said that management has been walking 
backwards for years—trying to move 
ahead while keeping its eye firmly fixed on 
the recent past. If the tools for timely fore- 
casting and projection of future operations 
had been available to management, it 
/could have been walking forward, with 
only an occasional glance backward for 
guidance and the correction of forecast dis- 
tortions. 

Much has already been accomplished in 
the development of techniques of timely 
forecasting and projection. The big diffi- 
culty, however, has always been a mechan- 
ical one. Determining business trends and 
forecasting future operations requires a 
volume of statistical data and manipula- 
tion that cannot be produced promptly 
enough by economical means to be of 
value, using manual or previous mechani- 
cal methods. 

The tremendous speed of the computer, 
and its facility for following through com- 
plicated operations in series, will mean 
that the only limitation is human inability 
to define the problems and to develop the 
necessary formulas. Once business man- 
agement has learned to define accounting 
problems in language that the computer 
can digest and understand, its potential 
becomes almost unlimited. This would 
seem to indicate that, in the long run, the 
displacement in our economy of those em- 
ployed in clerical occupations superseded 
by the computer will be offset by the addi- 
tional needs for personnel to prepare data 
and program operations for introduction 
into the machine, as well as personnel to 
install, maintain, service, and repair the 
computer equipment. 
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We might examine briefly what the 
electronic computer can do for the science 
of production control. A good production 
control system attempts to utilize the pro- 
ductive capacity of a given plant in the 
most economical manner. However, the 
application of production control pro- 
cedures and techniques requires a terrific 
amount of clerical work. This volume of 
work slows down the control operation so 
much that most of the information is pre- 
sented to management too late to be of 
very much value. 

The chief clerical problems in connec- 
tion with production control arise when 
the original production schedule has to be 
changed because of engineering modifica- 
tions or changes in anticipated sales vol- 
ume. If the production schedule cannot be 
revised to reflect frequent changes in en- 
gineering and sales requirements, produc- 
tion control may degenerate to a point 
where flying squadrons or expediters at- 
tempt to cope with a series of continual 
crises. The revision of the production 
schedule at frequent intervals is one of the 
challenges that electronic computing equip- 
ment is capable of meeting. 

Another potential control application of 
the electronic computer is in the area of 
projecting labor requirements. Changes in 
the level or structure of operations and 
new developments in labor relations make 
it more and more important for manage- 
ment to do its utmost to anticipate changes 
in manufacturing labor requirements and 
attempt to meet them. 

This problem is not too different from 
that of projecting material needs. Each 
item manufactured must be analyzed in 
terms of the labor requirements for each 
operation, so that the various items can 
be summarized by type of labor and by 
period in terms of total labor requirements. 
Electronic computing equipment can han- 
dle this sizeable task of compilation with 


J 
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relative ease. Under manual methods, this 
type of analysis and summary was almost 
prohibitive from a cost standpoint, and 
under past methods of mechanization, the 
analysis came too late to be entirely valu- 
able. 

Still another potential control applica- 
tion of the electronic computer is in the 
production of more comprehensive and 
timely market forecasts and sales analyses. 
The traditional market forecast involves 
the application of complex multiple cor- 
relation analysis in order to weight all of 
the variables in the projection in propor- 
tion to their significance. The amount of 
statistical work required to do an effective 
sales forecasting job is staggering. Com- 
panies have generally limited the weighting 
factors to a few major items, because the 
amount of required clerical work increases 
as factors are added to the formula. As a 
result, in many cases the cumulative effect 
of the factors left out of the analysis has 
cancelled the value of the entire forecast. 

In conclusion, it would be well to con- 
sider the very real problems that confront 
the management of a business that has de- 
cided to install electronic data-processing 
equipment. First, we must recognize that 
there will have to be a very extensive 
change in the company’s existing account- 
ing system. No minor change will do, be- 
cause such a revision would not make for 
economical use of the computer in con- 
junction with its other potential uses. 

Next, we must recognize that, as a gen- 
eral rule, a long and expensive installation 
job must be undertaken. Twelve to eight- 
een months is not at all an inordinate 
amount of time for a major installation, 
and a substantial group of electronic en- 
gineers, technicians, accountants, and 
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management consultants is required to 
make the installation fit the company 
organizational plan. 

Also, an electronic installation requires 
high-calibre personnel to program, main- 
tain, repair, service, and adjust the equip- 
ment. There is no place for mediocrity in 
connection with such an installation. 

Finally, the degree of pre-planning re- 
quired of management in order to use com- 
puter equipment economically is different 
in each individual case, and cannot be an- 
ticipated with any amount of accuracy. 
This problem is tempered somewhat by the 
fact that, as the use of the installation 
progresses in a particular company, the 
machine can do much of its own program- 
ming. Of course, the extent to which auto- 
matic programming can be carried on ef- 
ficiently will still depend to a large degree 
on human ingenuity. 

Most of the general publicity thus far 
given to electronic data-processing has 
emphasized the spectacular aspects and 
uses of the equipment. However, these 
spectacular uses will not become general 
or commonplace until each individual 
company management capitalizes on its 
own firsthand experience in the direct, 
commonplace uses. Such firsthand experi- 
ence can be obtained only from an or- 
ganizational setup which will constantly 
seek to emphasize the integration of all 
management control problems. Only in 
this fashion can the problems of control be 
tested against and matched with the 
abilities of the computer. Only in this 
fashion can company management de- 
velop the necessary competence and in- 
sight to transform a mass of wires, tubes, 
resistors, condensors, and transistors into 
an effective tool of control. 
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COST CONCEPTS 


FOR CONTROL* 


RoBERT N. ANTHONY 
Professor, Harvard University 


Committee used to state concepts re- 

lating to control is somewhat uncon- 
ventional, and some background about 
our deliberations may help to explain why 
we finally decided on this framework. 
Initially, we attacked the problem by 
examining various types of cost construc- 
tions that are used for control purposes, in 
an attempt to find criteria for determining 
which of these was, in some sense, the 
“best.” We had lots of possibilities: actual 
costs, basis standard costs, normal ca- 
pacity costs, current budgeted costs, ideal 
standard costs, short-run standard costs, 
direct costs, attainable costs, systems that 
prorated all overhead, systems that pro- 
rated no overhead, and many more. In the 
course of our long discussions, one commit- 
tee member would explain and uphold a 
technique that he had seen used effec- 
tively in some company, and another 
member would counter with a description 
of a completely different system that he 
had observed being used with apparently 
equal effectiveness in another situation. Al- 
though we tried very hard to do so, how- 
ever, we could find no objective way of 
generalizing on which type of cost system 
was “best” for control purposes. 

We eventually concluded that an at- 
tempt to find objective means of differenti- 
ating among the various control systems in 
current use was not feasible and that our 
failure to find such criteria indicated that 
we probably were not approaching the 
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problem properly. The plain fact is that 
competent managements use a variety of 
cost constructions for control purposes, 
and each may find merit in its own system. 
It is also true that a system that works 
well in one company may not work at all 
in another company, even though the two 
companies have substantially similar con- 
trol environments. It therefore became ap- 
parent that any attempt to define concepts 
in terms that implied that one of these sys- 
tems was inherently good and all others 
inherently poor, or less good, was bound to 
be fruitless. 

This conclusion led us to attack the 
problem in quite a different manner. We 
asked ourselves: “‘What does the control 
process actually consist of?’’ Most author- 
ities agree that control, in the sense in 
which it is used in business management, 
has to do with the attempts of one person 
to direct or influence the actions of other 
persons. This personal, human element in 
the process came to be the central focus 
of our thinking. 

Although the management control proc- 
ess is often compared with mechanical or 
electrical control devices, such as the 
thermostat, such an analogy is apt to be 
quite misleading. A thermostat reacts to 
stimuli in a definite, predictable fashion. 
When the temperature goes down to a cer- 
tain point, the furnace is turned on; when 
the temperature rises to a certain point, 
the furnace is shut off. Human beings, on 
the other hand, do not behave so pre- 
dictably; human reactions to a stimulus 
are much more complicated, and hu- 
man control systems cannot be so easily 
or so precisely designed as mechanical or 
electrical ones. If, for example, my wife 
tells me the room is too warm, my reac- 
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tion may be (and after years of training, 
usually is) to open a window or to take 
some other steps to cool it; but, occa- 
sionally, I may procrastinate and do 
nothing, or I may even argue that the 
room is not too warm anyway. 

Thermostats do not argue, they do not 
procrastinate, they do not resent being 
told what to do, they do not do what they 
think is best. In short, they are not human. 

A management control system, which 
does involve human beings—indeed, whose 
only purpose is to influence the action of 
human beings—is therefore fundamentally 
different from mechanical or electrical con- 
trols. It follows that our attempt to ex- 
amine a system in terms of its mechanics 
—the methods of setting standards, of 
prorating overhead, and so on—was bound 
to fail because it missed the main point 
entirely. And as soon as we considered the 
management control process as something 
that basically involved people and the 
reactions of people, it became evident 
that there were some useful things that 
could be said about the role of cost infor- 
mation in this process. 

We ended up by grouping the control 
concepts under three headings, closely re- 
lated to human reactions and stated in 
terms of the purposes for which cost in- 
formation is used in the control process. 
These are: (1) to communicate informa- 
tion about approved plans, (2) to motivate 
people, and (3) to report performance. 


COMMUNICATION 


With respect to the communication of 
plans, we had in mind primarily the ap- 
proved budget, which is the end result of 
the planning process discussed in another 
section of the Tentative Statement of Cost 
Concepts. The approved budget is a com- 
munication device in that it tells each unit 
of the organization something about what 
management expects it to do during the 
budget period and also shows the unit how 


its work fits in with the over-all activity of 
the organization. In addition to the bud- 
get, plans and objectives are also com- 
municated by cost standards. 

Any means of human communication 
inevitably raises the problem of semantics, 
We are all increasingly aware of the fact 
that the recipient of a communication 
rarely, 1f ever, understands precisely what 
the author intended to say. This is as true 
with cost information as it is with any 
other language, and we therefore call at- 
tention in our report to the necessity of ob- 
taining common agreement and under- 
standing throughout the organization as 
to the precise meaning of the budget figures 
and cost standards used in that company. 


MOTIVATION 


Our second heading, costs as a motivat- 
ing device, relates to what is, perhaps, the 
most important purpose of all; but it is also 
the most difficult one to state in writing. 
Let me try an example in an attempt to 
show how cost constructions can motivate 
people, that is, how they can influence the 
actions that people take. I choose, because 
it concerns all of us who are teachers, the 
prosaic matter of controlling the costs of 
mimeographing or other duplicating work. 
Visualize a school in which the administra- 
tion recognizes the necessity for having its 
faculty generate a certain amount of 
mimeographing work, but which recog- 
nizes also that funds available for this and 
other purposes are not limitless. How can 
control be exercised over the amount of 
funds spent for mimeographing and the 
manner in which the work is done? Of the 
many ways of solving this problem, I shall 
mention only enough to indicate how the 
cost system can help, in various ways, to 
motivate the people involved. 

One possibility is to have no formal 
control at all. This is a common practice. 
When a school chooses to follow it, it pre- 
sumably relies on custom, informal con- 
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versations, or perhaps even warnings of 
one kind or another, to keep the cost of 
duplicating work from becoming exor- 
bitantly high. The fact that schools that 
follow this practice do not use costs as a 
control device in this area, illustrates the 
point that cost control is by no means the 
only possible type of control. 

Another possibility is to set up a budget 
for each department or other organiza- 
tional unit in the school. Perhaps there will 
be an item in this budget for duplicating 
work, or alternatively the budget may 
specify an over-all amount for the total 
needs of the department, of which dupli- 
cating work is but one element. These two 
types oi budgets can motivate the depart- 
ment head quite differently. The first tells 
him that he is permitted to incur a certain 
amount of cost for duplicating work, con- 
sidered by itself; the second tells him that 
he has certain funds with which to run his 
department, and it is up to him to decide 
whether his needs for duplicating work 
are more important than other possible 
ways of spending his departmental funds. 

Now let us go a step further. How shall 
we define the “‘cost”’ of duplicating work? 
Shall we charge the department head with 
the labor cost of the girl in his own depart- 
ment (or a girl in some other department 
whose services he may borrow) who cuts 
the stencils? If we do, we remove any in- 
centive for him to use his own or borrowed 
help, and we shall therefore expect that he 
will normally send the work to the central 
duplicating staff, rather than ask his own 
people to do it. Shall we charge him for the 
cost of this central staff? If we do not, 
there is no reason why he should not use 
it, whether his need is justified or not, and 
we therefore encourage thoughtless use of 
its facilities. If we do charge him, we may 
encourage him to go outside the school 
for his duplicating work if he can find an 
outside party who will do it at a lower cost. 
Perhaps this is what we want him to do. 
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On the other hand, we may prefer that he 
have the work done inside. If so, maybe 
we should charge him only for the direct 
cost of the central staff, which will set up 
a differential against outside work. 

I could introduce many other ramifica- 
tions, but I hope I have said enough to 
demonstrate that to the extent that cost 
constructions are involved in this problem, 
the decision as to what type of cost should 
be used is arrived at, not by trying to find 
the true, objective cost of duplicating—if 
there is such a. thing—but rather by using 
cost constructions that are calculated to 
motivate the department head to act as 
the administration wishes him to act. 

The foregoing situation may be some- 
what trivial. To show that similar con- 
siderations are involved in a factory prob- 
lem, let us look briefly at the problem of 
the control of maintenance and repair 
costs. The maintenance function is that of 
keeping the buildings and equipment in 
good operating condition. This is partly 
the responsibility of the maintenance de- 
partment, which incurs costs when it 
makes repairs or does other maintenance 
work, and it is partly the responsibility of 
the operating department foremen, who 
can influence the amount of required main- 
tenance work by the care they give to 
their equipment. 

There are at least a dozen ways in which 
the costs of the maintenance department 
can be charged to the several operating de- 
partments, and each gives a different 
““message’’ to the foremen as to how they 
should view their responsibility for main- 
tenance. Here are a few of the possibilities 
and the implications that are likely to be 
conveyed by each: 


Method No. 1: Do not charge any main- 
tenance costs to the operating departments 


Message: The operating foreman has no 
responsibility for maintenance costs. He 
requests the maintenance department to 
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do the work that he thinks should be done, 
and the maintenance department has the 
responsibility for doing it. The main- 
tenance department is implicitly responsi- 
ble for the condition of the equipment. 


Method No. 2: Prorate total maintenance 
costs to the operating departments on the basis 
of the number of direct labor hours incurred 
in each department 


Message: Maintenance costs in total are 
expected to vary proportionately with 
plant activity. However, the foreman 
of each department has no direct responsi- 
bility for maintenance work, and the 
maintenance department, as in the first 
method, has full responsibility. The op- 
erating foreman is told his “fair share” of 
total maintenance costs incurred. 


Method No. 3: Charge departments for each 
job they have done at a prescribed amount for 
each type of job 

Message: The foreman is responsible for 
situations that create the need for main- 
tenance work, such as machine break- 
downs. The maintenance department is re- 
sponsible for the cost of doing a given 
maintenance job. The foreman therefore 
need not be concerned with the efficiency 
with which the maintenance men work 
since he will be charged a prescribed 
amount for each job no matter how much 
is actually spent in doing the job. 


Method No. 4: Charge each department for 
maintenance work at a prescribed hourly rate 
for each hour that a maintenance man works 
in the department 


Message: The foreman is responsible 
both for situations that create the need for 
maintenance work and for the time taken 
by the maintenance people to do the work. 
Presumably, he has some control over the 
work of the maintenance men. He may, in 
some situations, even be authorized to hire 
outside maintenance people if he believes 
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that they will do the work less expensively 
than the rates charged by the maintenance 
department. 

None of the above methods is neces- 
sarily better than the others. Depending 
on what management wishes to accom- 
plish, any one of these methods, or other 
methods not listed, or some combination 
of them, may be best for a given company, 
The problem is to decide what direction 
the motivation should take and then to 
select a method that influences the fore- 
men to act in this manner. 

In essence, the Committee concluded 
that the method of constructing costs for 
control purposes is governed by manage- 
ment policy, that the costs system should 
be designed to help carry out that policy, 
and that rigid mechanical rules are there- 
fore not applicable. 

So far, I have discussed only the basic 
idea of motivation. Our statement of cost 
concepts ideally should go considerably 
beyond this basic idea and list specific 
points that can be used as guides in con- 
structing costs used for control purposes. 

Frankly, we have made only a small be- 
ginning in this direction. We do emphasize 
the necessity for relating costs to personal 
responsibility, which is the “responsibility 
center” or “activity center” concept that 
has been written about extensively in re- 
cent years. We attempt to be fairly specific 
about what, as a practical matter, is meant 
by personal responsibility since there are 
few, if any, cost elements that are com- 
pletely and solely the responsibility of a 
single person. But we do not feel sure 
enough of our ground to make very many 
generalizations in this area. The topic is 
one which is of great concern to people in 
practice, but it is also one on which, for 
some reason, not much has yet been writ- 
ten. We therefore simply cannot find many 
points that are sufficiently well substanti- 
ated to warrant including them in the 
Tentative Statement. This is one of the 
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areas in which our statement is indeed ex- 
tremely tentative, and with the passage of 
time, I think many specific and useful 
points can be added to this section of the 
statement. 

Before leaving this subject, I want to 
mention briefly two other points that 
trouble some with whom we have dis- 
cussed this section of the Tentative State- 
ment. 

One is the fact that people being the way 
they are, not everyone is motivated identi- 
cally by the same stimulus. That this is so, 
is undeniable. Nevertheless, there must be 
some common patterns of human behavior 
that apply to large numbers of people. To 
go back to the example of the faculty 
members and the duplicating work, there 
undoubtedly are some faculty members 
who will not order too much duplicating 
work no matter how much leeway they are 
given, and there probably are some who 
will, in one way or another, obtain too 
much no matter how tight the control 
system is. But these groups must consti- 
tute only a minority, for if most people 
were in the first group, controls would be 
unnecessary; and if most were in the sec- 
ond group, controls would be impossible. 

The second point is that to some people 
the very attempt to describe costs in 
terms of human reactions smacks of trick- 
ery, of attempting to fool people. I think 
this feeling arises from the implicit as- 
sumption that there must be some objec- 
tive way of defining cost, and as we em- 
phasize in the introductory section of the 
Tentative Statement, this simply is not so. 
Perhaps it is sufficient to say here that any 
attempt to use costs to trick or mislead the 
organization is likely to be self-defeating, 
in that it will motivate people in quite a 
different direction from what is intended. 


REPORTING 


We come now to the third area, costs as 
a basis for reporting and appraising per- 


Cost Concepts for Control 


233 


formance. In this area, we first must face 
a familiar paradox, which can be stated 
as follows: Cost reports describe what has 
already happened; therefore they cannot 
be used to control events, since no one can 
alter or undo what has already been done; 
therefore, a control report cannot really 
control anything. 

One explanation of this apparent para- 
dox is obvious, namely, that cost reports 
provide the basis for actions such as praise, 
criticism, or suggestions for change, all 
designed to improve fuiure performance. 
We think, in addition, there is another, 
more subtle way in which cost reports in- 
fluence performance, and indeed influence 
the very performance being reported on. 
Advance knowledge of the fact that a re- 
port on performance is going to be pre- 
pared can be an important stimulus to 
good performance on the part of the per- 
son being judged. I think this is well 
illustrated by our process of grading stu- 
dents, for it is doubtful that we would will- 
ingly undertake the grading drudgery un- 
less we believed that the fact that students 
knew they were eventually going to be 
graded had in some way influenced the 
work they did during the year. 

In the Tentative Statement, we list some 
concepts that are relevant to the reporting 
area, including methods of constructing 
and using standard costs, the idea of man- 
agement by exception, the important 
point that control systems are likely to be 
ineffective unless the people involved be- 
lieve that the standards are reasonable 
and equitable, the use of return on invest- 
ment as an over-all yardstick of perform- 
ance, and so on. I think these are ade- 
quately stated in the report, and I will 
therefore not elaborate on them here. 


CONCLUSION 


This, then, was our approach to enu- 
merating and defining the concepts rele- 
vant to costs for control. Our framework 
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was the purpose for which costs are used. 
In such a framework, we recognized that 
human reactions and motivations were 
dominant considerations. Our problem 
thereupon became not strictly an account- 
ing problem, such as the construction of a 
set of financial statements, nor an account- 
ing-economics problem, such as that dis- 
cussed in the planning section of the Tenta- 
tive Statement. Rather, it was a problem 
involving both accounting and psychology, 
the study that deals with human reac- 
tions. 

Your committee is not made up of psy- 
chologists; in fact, its members are some- 
what skeptical of some of the psychological 
patter. We are convinced, however, that 
approaching the control problem in terms 
of human motivation—subjective though 
this approach is, and different though it 
may seem from the customary language 
of debit and credit—is much more fruitful 
than an attempt to define “true” costs, or 
to say whether ideal standards are better 
than normal standards, or any other 
mechanical approach. 


The usefulness of such an approach be- 
comes apparent when the concepts are ap- 
plied to a practical control problem. With- 
out such an approach, one can easily be- 
come immersed in pointless arguments on 
such matters as whether rent should be 
allocated on the basis of square footage or 
cubic footage. There is no sound way of 
settling such disputes. With the notion of 
motivation, the problem comes into clear 
focus: What cost constructions are most 
likely to induce people to take the action 
that management desires? Answering this 
question in a specific situation is difficult, 
and very little in the way of guides toward 
a specific answer will be found in our state- 
ment. But, at least, we think the concepts 
suggested here describe what the account- 
ant is trying to do. 

And as time goes on, we expect that out 
of experience, and discussions like the one 
we have today, more specific statements 
will evolve, so that eventually principles 
will be developed in the control area com- 
parable with those developed over the 
years in the financial accounting area. 
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THE EVALUATION OF FACULTY SERVICES* 


LLoyp S. WooDBURNE 


Dean, College of Arts and Sciences 
University of Washington 


gins with a description of the kind 

of institution to which a teacher or 
scholar belongs. The university has differ- 
ent needs and requirements than a four- 
year liberal arts college; and in terms of 
staff services both of these have different 
demands than a purely technical school. 
As a consequence the criteria for promo- 
tion, for appointment, for tenure and for 
salaries must be somewhat different for 
each of these three types of institutions. 
Criteria for faculty evaluation, therefore, 
rest almost entirely on the basis of the 
type of institution under consideration. In 
a liberal arts college the greatest emphasis 
ison teaching, with general service as al- 
most the only other important aspect. In 
a university, by contrast, while teaching is 
important, the problem of training gradu- 
ate students in research methods demands 
in addition a considerable amount of origi- 
nal scholarship. In a technical or profes- 
sional school there is, in addition to each 
of these, an emphasis on professional ac- 
tivities or professional contributions which 
do not necessarily result in published arti- 
cles but may be professional commissions 
of one kind or another. This paper will be 
concentrated on the problem involved in 
awarding tenure and in the approval of 
promotion in rank. 

By all odds, the award of permanent 
tenure is the most important decision 
which is made in the life of a faculty mem- 
ber. It is just as important in one way as 
is marriage, partly because the dissolution 
of tenure is a little bit more difficult than 


Te evaluation of faculty services be- 


_* This paper was presented at the annual meeting 
of the American Accounting Association, Seattle, Aug- 
ust 28, 1956. 


235 


divorce itself. At any rate, what we are 
saying when we award tenure is that this 
individual, during the rest of his profes- 
sional career, will contribute substantially 
in some significant way to the teaching and 
research programs of the institution. In 
making the award of permanent tenure 
there inevitably arise some very real com- 
parisons between members of different de- 
partments or members of different colleges. 
In this connection there is frequently 
heard the proposal that the colleges or de- 
partments ought to be autonomous in this 
respect and that any of their recommenda- 
tions should be approved by the entire 
group. I cannot wholly agree with this in 
view of the fact that so long as the salaries 
of the particular rank are reasonably uni- 
form for the entire institution and do not 
vary from department to department or 
school to school, the requirements for 
tenure or promotion for different units of 
the institution should be reasonably com- 
parable; otherwise there is unconscious 
favoritism in one direction or another. This 
comparability, however, must be consid- 
ered with a degree of understanding and 
imagination, for you have to compare such 
things as a program of study of govern- 
ment purchasing with a program of design 
of state roads and bridges. These in turn 
must be compared with publications in 
chemistry or history. These comparisons 
are difficult, and yet they must be made if 
we are to have tenure awarded on an 
equitable basis for all members of the fac- 
ulty. 

In this comparison rests one of the most 
important aspects of this whole problem 
of faculty evaluation, and that is the 
standards of judgment used in making the 
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decision. After the criteria have been 
written and approved, the secondary 


step in the process involves the develop- 
ment of a standard of judgment on the 
basis of which the actual decisions are to 
be made in from a dozen to thirty cases. 
There has to be agreement by the examin- 
ing committee whether teaching or re- 
search is the most important contribution, 
whether outside activities, committee work, 
and general administrative efficiency are 
to count in any extended way or not. The 
difficulty in this comparison is, of course, 
that the material which is being examined 
is not wholly commensurable one part 
with another. The contribution in history 
as related to that in physics, the work in 
mathematics as compared to that in art, 
the performance in music as compared 
with a contribution in business administra- 
tion has to be made. These comparisons 
have to be made or no standard of judg- 
ment which is uniform or reasonably com- 
parable for all units is actually in use. As 
one of our senior statesmen has phrased it, 
“We have to decide that Joe is as good a 
piccolo player as Charlie is a bass fiddle 
player.” The truth of the matter is we can- 
not avoid this decision. When we make a 
decision of any kind we are making the 
most obvious comparisons and obvious 
equations of contribution. The main ques- 
tion is whether we can, by some means, 
make this decision more impartially and 
more effectively. 

One of the best ways to arrive at these 
decisions is by means of examining com- 
mittees which could be called impartial 
juries. It is easier to make the judgment 
with a large number of recommendations 
than with a small number. With the latter 
it is difficult to keep personal feelings out 
of consideration, and with the former, 
when there are twenty or thirty individuals 
in each category, it is practically essential 
to draw a minimum line of competence be- 
low which tenure will not be awarded. In 
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addition it should be mentioned that the 
size of this examining committee should be 
given careful consideration. Experts in 
public administration have stated that to 
arrive at real agreement and understand. 
ing the group should not be larger than 
about ten people. Some of the examining 
committees used in different parts of the 
country do not entirely satisfy the condi- 
tions which have been suggested here. 
Some of them are large committees which 
include all the heads of departments, 
twenty-seven in one instance in the East. 
With this number there can scarcely be an 
agreement on any matter. Unfortunately 
the net result of such consideration usually 
deteriorates into the heads of departments 
supporting the claims and recommenda- 
tions of their colleagues on the committee 
rather than any examination of the in- 
dividual under consideration. In a number 
of institutions divisional committees are 
used which are a good deal better than 
these large examining committees. The 
main defect of the divisional committee is 
that there is no necessary agreement 
among the committees on the standard of 
judgment which is to be used in making a 
decision. 

The problem of the period of service in 
an institution in relation to either tenure 
or promotion is one of the considerations 
which should be watched very carefully. 
Seniority is frequently given undue con- 
sideration in a number of places, with the 
result that the actual contribution of the 
individual is in a position of secondary 
rather than primary importance. 

In any event the decision for permanent 
tenure should be so closely integrated with 
the general consideration of promotion re- 
quirements that the tenure decision is 4 
partial fulfillment of the requirements for 
later promotion. If personnel policies are 
integrated at all, and unless the tenure 
decision is quite arbitrary, there are maby 
similarities between the award of perma 
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nent tenure and the approval of promo- 
tion in rank. The committees are examin- 
ing the same kind of material and making 
the same kind of comparisons. With re- 
spect to promotions, however, the com- 
mittee may be more concerned with the 
quality of the scholarly or professional 
work of an individual than it would be in 
the other kind of decision. Here the types 
of journals in which articles are published 
and the competitions in which awards and 
prizes are won are of considerable im- 
portance. Finally, in the last and highest 
rank, the question of national proiessional 
or scholarly reputation is of prime im- 
portance. Here it is necessary to make a 
distinction between national repute and 
national notoriety. A number of faculty 
people in different parts of the country 
who have claimed a national reputation 
in their field are in truth nationally notori- 
ous for slipshod scholarly work of sec- 
ondary proportions. In addition another 
type of distinction which has to be made 
with respect to scholarly work is whether 
the work is merely fact gathering or the 
impress of a scholarly mind upon a mass 
of data. As one of our senior colleagues 
here has phrased it, ‘“We have to dis- 
tinguish between a superior kind of stamp 
collecting and serious scholarly work.” 
As one illustration of this problem, we had 
at the University of Washington a year or 
so ago a recommendation for promotion 
of 2 man whose list of publications was 
nearly two pages long in titles, but who the 
committee could not persuade itself was 
sufficiently distinguished to recommend 
for full professor. After reading almost 
half of everything the man had written, 
the examining committee came regretfully 
to the conclusion that while there was a 
great deal of information collected, there 
was nowhere in the publications the im- 
pact of a serious and mature scholarly 
mind on the analysis, synthesis and evalua- 
tion of a mass of technical data. 
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The truth of the matter is, it is impossi- 
ble to judge the ultimate significance of re- 
search in any particular field. Many times 
we are told that a piece of research is of 
great importance, only to discover a few 
years later that it has simmered down to 
very ordinary stuff. One illustration of 
this is perhaps the most graphic that can 
be presented. At the present time both the 
public utilities and the telephone com- 
panies depend almost entirely upon some 
of the original experimental work that 
Faraday did in England on electromag- 
netism. And yet for forty years after 
Faraday’s experiment, the only utilization 
which was made of this material and this 
scientific knowledge was the entertain- 
ment of audiences on the lecture platform 
by the demonstration of this electromag- 
netic process. Some things can be deter- 
mined, however, with respect to a person’s 
professional or scholarly activity: Does it 
represent thorough knowledge of the field? 
Is it an example of sound research or pro- 
fessional techniques of analysis? Is it 
finally an illustration of an original ap- 
proach and of the impact of an analytical 
mind on a mass of data? This is important 
because of the fact that studies, only par- 
tially completed at the present time, indi- 
cate that the combination of real origi- 
nality and hard work are nearly always 
found in superior members of faculties 
throughout the country. If the qualitative 
judgment is of prime importance in pro- 
motion, the only way to make that judg- 
ment is by reading the publications or ex- 
amining the artistic contribution in order 
to arrive at a judgment based upon inti- 
mate acquaintance with the contribution 
or the publication itself. It is difficult, in 
fact nearly impossible, to ask the depart- 
ments for this type of analysis since they 
have already made up their minds to make 
the recommendation for promotion and 
are not in a position to be completely un- 
prejudiced in the matter. At any rate, 
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such an analysis of quality will provide a 
much more solid basis for recommenda- 
tions to the president of an instutution 
than one would have otherwise. 

A number of people have suggested that 
an administrative officer should decide pro- 
motions on the basis of the confidence he 
has in the departments and the heads of de- 
partments. This suggestion sounds plausi- 
ble, but there is a very serious fallacy in 
it. In the first place one department seldom 
knows the standards in use in other de- 
partments. The English department is un- 
aware, for instance, of the standards which 
Geology is using. Economists are not 
acquainted with the standards used in 
Zoology, etc. Finally the suggestion is 
quite unfair to individuals of considerable 
ability in departments in which the ad- 
ministrative officer has less than total con- 
fidence in the department head. And in 
any complex institution there are differ- 
ences in the confidence one has in the judg- 
ment of various executive officers. In this 
process of the analysis of promotion recom- 
mendations, we come again to the problem 
of comparative judgments among indi- 
viduals. We have to compare a purchase 
prize in the Denver art show with an arti- 
cle on epistemology, or we have to com- 
pare a sonata with an article on the 17th 
century novel. This is difficult because 
these items are quite incommensurable. 
What we can do, however, is to get a judg- 
ment from the professional group itself of 
the recognition given to these various con- 
tributions. The purchase prize at Denver 
is a judgment of artists. The publication of 
an article on the 17th century novel by a 
sound journal, the performance of a so- 
nata, etc., are actual recognition by profes- 
sional people which makes a useful basis of 
judgment. When we agree to promote any- 
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one or not to promote anyone we are jp 
fact making the most bald kind of com. 
parison. Comparative judgment, there. 
fore, is totally inevitable. The only ques. 
tion which we have to consider is whether 
it can be done more intelligently and more 
validly than it has been in the past. The 
only other alternative to comparable judg. 
ment of this kind is the existence, in a 
complex institution, of ten or twenty dif. 
ferent standards of judgment, which, if 
there is any comparability of salary, re- 
sults in quite serious inequities between de- 
partments and individuals from one de- 
partment to another. The effect on the 
morale of the faculty of this type of in- 
equity is very serious. 

Finally, there should be a considerable 
amount of integration between the promo- 
tion, the tenure decision, the salary deci- 
sions and in fact the decision on initial 
appointment. It is important to avoid any 
serious disjunction between the basis of 
decision in all of these personnel judg- 
ments. This conviction derives from the 
circumstance that on any complex faculty 
where a great variety of people are em- 
ployed it is important that the standards 
of judgment used in the concrete decisions 
should be such as to support and imple- 
ment the requirements of equity to a 
large and complex faculty group. All of 


this discussion in a sense derives from this f 


primary principle. If that is followed it is 
almost certain that there will be good 
morale on the faculty, that the contribu- 
tions and the activity will be closely re- 


lated to the main functions of the institu: | 


tion and that the faculty at the very least 
will have a clear index of the kinds of 
things to which it is important to devote 
their time. 
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A REPORT BY THE TASK COMMITTEE 
ON FACULTY PERSONNEL 


ALMAND R. COLEMAN, CHAIRMAN 


ARLY this year (1956) the American 
Association of Collegiate Schools of 
Business published its report on 

Faculty Requirements and Standards in 
Collegiate Schools of Business. That report 
forecast a doubling of student enrollment 
in collegiate business programs from 
300,000 in 1955 to 600,000 in 1970. The 
report also ventured the conclusion that 
“in the absence of very aggressive remedial 
action” we are about to encounter the 
gravest and most persistent teacher defi- 
cit we have ever experienced. 

In the matter of accounting faculty per- 
sonnel we seem already to have entered 
the period of teacher deficit. Hence ‘“ag- 
gressive remedial action” is very much in 
order. Such action involves first to all a re- 
assessment of traditional concepts with 
respect to teacher supply, preparation and 
qualification of teachers, and teaching ef- 
fectiveness. Accordingly, three of the four 
papers attached address themselves to this 
re-assessment: 

1. Source and Supply of Teachers 

2. Comments on Preparation and Quali- 

fications of Accounting Teachers 

3. Increasing the Productivity of Col- 

lege Teaching 

Each of the three papers is challenging 
in the specific questions it raises and in 
the particular courses of remedial action it 
suggests. Because each deserves to be read 
“in the original,” summaries are not of- 
fered. 

But as one reviews these papers in their 
entirety, three basic recommendations 
stand out: 

1. We need to increase salary scales. 

2. We need to appraise anew the prob- 

lem of proper qualification for ac- 

counting instruction. 
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3. We need to experiment with various 
procedures for improving teacher 
productivity. 


THE NEED TO INCREASE SALARY SCALES 


The need to increase salary scales is in- 
dicated in each of the three papers. But it 
is interesting to observe that each paper 
arrives at the recommendation from a 
somewhat different point of view. Johnson 
in his paper sees the need for increased 
salaries in order that teaching careers may 
be made more attractive in comparison 
with alternative possibilities in industry 
and elsewhere; Winter in order that the 
potential teacher can justify the cost of 
preparation involved; and Cannon in order 
that those already in teaching can afford 
to spend more time teaching. 

Cannon and Johnson, moreover, sug- 
gest opportunities for savings out of which 
increases could be financed. They point out 
that an increase in teacher productivity 
could and should be accompanied by an in- 
crease in pay. Cannon suggests further 
that consideration be given to the adoption 
of the eleven-month year with an “increase 
in teaching salaries .. . fully proportion- 
ate to the increased length of the school 
year.” 

In a different look at proportion, Winter 
intimates that there has been a shift in 
the ratio of “return” on the investment in 
academic preparation for teaching. Ac- 
cordingly, if salaries are not to be sub- 
stantially increased, consideration of a re- 
duction in the “investment” cost of prep- 
aration, and hence in the nature of the 
preparation, may be called for. 

Yet, all this said, the basic problem of 
adequate teacher pay is one for resolution 
at the university level, and beyond. At 
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the “beyond”’ level the basic difficulty is 
that teachers have lost, as they always 
have, in the running battle with inflation. 
One hope is that the arresting of inflation 
over the last several years can be main- 
tained, while pay of teachers catches up. 
At the university level it may be that im- 
provement in the salary scale for account- 
ing teachers may rest in part upon an im- 
provement in the salary scale for the fac- 
ulty at large. The attainment of the larger 
objective is a problem, and a formidable 
one, of its own. The need for an increase in 
the salary scale of accounting teachers, 
however, is acute and demanding of early 
improvement. 


THE NEED TO APPRAISE ANEW THE 
PROBLEM OF PROPER QUALIFICA- 
TION FOR ACCOUNTING 
INSTRUCTION 


The need to appraise anew the problem 
of proper qualification for accounting in- 
struction underlies most of Winter’s paper. 
Yet both Johnson and Cannon touch upon 
it—Johnson in his encouragement of the 
Master’s-CPA combination and in his 
plea that “doctoral programs for potential 
teachers in accounting should be realistic,” 
Cannon in his emphasis upon teaching 
ability, especially his “We think the at- 
tainment of a high order of skill in teach- 
ing should be an important condition of 
advancement in rank and salary.” 

Winter’s questions indicate that we do 
not yet have sufficient dependable in- 
formation to establish workable standards 
for teacher qualification and related mat- 
ters. Considerable research may be re- 
quired to arrive at useful conclusions in 
such matters as: 

1. The optimum combination(s) of 
academic training and experience 
which should be established as a 
standard for teacher qualification. 

2. The standards to be followed in re- 
cruiting accounting teachers from 
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business and in establishing their 
academic respectability. 

3. The standards to be followed jp 
achieving the “balanced faculty” 
of academicians and business-expe. 
rienced teachers Dean Grether speaks 
of in the AACSB report (p. 77). 

4. The accrediting recognition to be 
accorded business-experienced teach- 
ers who form a part of a “balanced 
faculty.” 

These and similar matters involving 
standards are primarily the concern of 
university administrative officers and the 
American Association of Collegiate Schools 
of Business. Yet, because teachers of ac- 
counting are also concerned in these mat- 
ters, we should contribute our share in 
doing the background research and in de- 
veloping useful conclusions. 


THE NEED TO EXPERIMENT WITH VARIOUS 
PROCEDURES FOR IMPROVING TEACHER 
PRODUCTIVITY 


The need to experiment to improve 
teacher productivity is the main thesis of 
Cannon’s paper, though there is material 
on this also in Johnson’s paper. 

Cannon suggests that the principles of 
management we teach be applied to the |) 
problem of increasing teacher productivity | 
and feels that we can increase productivity | 
without making unreasonable demands 
upon the teacher and without diluting the 
quality of the teaching. ) 

In his application of management princ: } 
ples to teaching Cannon challenges the 
reader to consider the improvement of the 7 
teacher’s capital goods through the pro- 
duction and use of moving picture and TV } 
lectures, the reduction of routine teacher: 
student contacts through preparation d } 
better course material and study outlines, | 


the improvement of physical facilities to 
handle larger classes, etc. With respect to 
management and training of personnel he | 
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g their | feelsthat more could and should be done to 
train teachers to teach, and to discover, 
wed in | recognize, and reward good teaching. 
aculty” In “rationalization of the process,’’ Can- 
S-expe- non suggests concentration upon basic 
‘speaks | courses, the lopping off of fringe ones, and 
77). a more rigid curriculum. He questions 
to be | “whether as many schools need to offer 
iteach. | not only graduate but also upper-division 
lanced } training in specialized fields such as ac- 
counting’ and suggests that regional ar- 
volving | rangements be made “‘for different schools 
ern of | to emphasize different specialities.” 
nd the The various suggestions for increasing 
schools [| teacher productivity considered by the 
of ac- } committee need to be tried and ap- 
e mat- | praised. One means by which this may be 
are in | done is outlined by Paul Garner in the 
in de- | fourth paper on an Institutional Experi- 
mental Staff Training Program. 
In his paper Garner outlines a proposal 
for a program to be sponsored by the 
a American Accounting Association. He sug- 


gests a coordinated staff training program 
to be conducted in four or five institutions 
having a sizable number of new account- 
esis of § ing instructors. The objective would be 
aterial | that of experimentation with such sugges- 
j tions as Cannon and Johnson have made, 


nprove § 


Faculty Personnel 


241 


CONCLUSION 

This committee recognizes only too well 
how tentative any of its conclusions must 
be. It has raised far more questions than it 
can answer. Nevertheless, the results of its 
studies thus far indicate a need for “im- 
mediate remedial action” if we are to over- 
come an already existing deficit in account- 
ing teachers to meet the forecasted increase 
in enrollment. These circumstances pre- 
sent a challenge to traditionai concepts as 
the papers attached clearly evidence. The 
three most basic needs are (1) the need to 
increase salary scales, (2) the need to ap- 
praise anew the problem of proper qualifi- 
cation for accounting instruction, and (3) 
the need to experiment with various pro- 
cedures for improving teacher produc- 
tivity. As an association of accounting 
teachers there is perhaps little we can do 
as to the first of these beyond confirming 
our awareness of the need and fostering 
improved teacher effectiveness; as to the 
second we can state the need as we see it to 
the accrediting AACSB and offer our co- 
operation in the preliminary research we 
think should be made; as to the third of the 
basic needs, it is within our power to make 
a substantial contribution, and one means 
of doing so could be the sponsorship of the 
experimental staff training program as out- 
lined in Garner’s paper. 


SOURCE AND SUPPLY OF TEACHERS 


ples of § an appraisal of the results, and a publica- 
to the | tion of findings for the benefit of account- 
tivity } ing instruction throughout the country. 
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ARNOLD W. JOHNSON 


demic and monetary rewards is needed. 
Every member of the staff of a school of 
business administration should ‘‘sell’’ the 
advantages of the teaching profession. If 
each faculty member of the American 
Association of Collegiate Schools of Busi- 
ness were instrumental in “selling” one 
young man per year on the profession of 
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teaching, a tremendous step forward would 
be taken. Collectively, the numerical total 
would be impressive. 


(2) Teaching Careers Should Be Made 
More Attractive 

(a) Salary scales should be high enough 
so that comparisons with industry will not 
be too unfavorable. 

(b) Good teaching and productivity 
should be recognized promptly. Material 
and academic rewards should be commen- 
surate therewith. 

(c) Measures should be encouraged 
which will reduce the amount of profes- 
sorial time consumed in routine, pro- 
cedural, and grading duties. Personnel as- 
sistance on the elementary and laboratory 
levels should be encouraged. 

(d) Ways and means should be en- 
couraged to promote greater efficiency and 
effectiveness in the actual procedures of 
teaching. Teaching will be more interest- 
ing as teaching methods are improved and 
made dynamic. 


(3) Graduate Work Leading to Teaching 
Careers Should Be Encouraged 

(a) Financial assistance for more stu- 
dents and in a larger aggregate amount 
should be sought. 

(b) Preparation for teaching careers 
should be of such character and nature as 
to constitute dynamic encouragement of 
teaching careers. 

(c) The procurement of the master’s de- 
gree (in accounting) and the CPA certifi- 
cate should be encouraged heavily. 

(d) Doctoral programs for potential 
teachers in accounting should be realistic. 
The language requirement, for example, 
appears to be a requirement both outdated 
and unrealistic. 


(4) Experienced Public Accountants of 
Quality Might Be Encouraged to 
Assume Teaching Duties on a Full or 
Part-Time Basis 

The use of adjunct appointments may 
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well be serviceable here, i.e., adjunct as. 
sistant professor, adjunct associate profes. 
sor, adjunct professor. 
(5) Ex-Teachers, Now in Business, Might 
Be Encouraged to Assume Current 
Full or Part-Time Teaching Respongi- 
bilities 
(6) Related Disciplines Are Nonaccount- 
ing Sources which Might Be Tapped 
for Teaching Assistance in Accounting 
Dual teaching responsibilities might be 
feasible; and the matter of pay, prestige, 
and public acceptance should be empha- 
sized. 


(7) Use the Talents of Qualified Instruc- 
tors Retired, for Example, at Age 65 

Many capable instructors are often re- 
tired on the basis of age alone. Some of 
these instructors still have the ability and 
capacity to render continued fruitful 
teaching services for one or more semes- 
ters. 


(8) The Demand for Teachers Should Be 
Re-examined by Noting, Whether or 
Not, for Example 

(a) An excessive number of courses and 
classes are being scheduled. 
Are all courses worth while? 


Do some courses deal with unimportant 


minutia? 
How often are courses justifiably re- 
peated? 
(b) Are classes of proper size? Can 
larger classes be scheduled without reduc: 
tion of teaching effectiveness? 


Note. The notion that ‘only small | 
classes” are valid or that a class must | 
not exceed, say 30, needs vigorous re © 


examination. My own opinion is that 

teaching can be effective in classes con- 

taining 40-60 students. 

(c) Can more classes be scheduled at 
8:00 A.M. and on Tuesday-Thursday- 
Saturday? 

(d) Can more students be encouraged to 
enroll in summer school classes? 
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COMMENTS ON THE PREPARATION AND QUALIFICATIONS 
OF ACCOUNTING TEACHERS 


SIDNEY G. WINTER 


“Preparation” is interpreted as those 
activities—academic, business, cultural 
and professional—which provide the de- 
sired qualifications. 

This is not a matter which can be de- 
cided empirically by a committee. Some 
gain may result from relatively widespread 
consideration of facts and factors leading 
to helpful progress, if not to a decision. 
With this in mind, the following is pre- 
sented. 

When increasing the quantity of teach- 
ers is a factor of prime importance, it is 
unsafe to rely on “‘the love of teaching” to 
fill our potential needs. It should be re- 
membered that many an_ established 
teacher is a product of the depression 
years and that his “love of teaching” de- 
veloped after he entered the profession. In 
other words, the teaching career may well 
have been generated by the lack of alterna- 
tive opportunities rather than by strong 
interest or compelling desire. 

Some present teachers—a bit older— 
come from the period when competition 
from industry was not so great, when be- 
ginning salaries for teachers were even 
somewhat above those offered in public 
accounting and business. 

It appears, then, that we no longer have 
in significant degree two factors of major 
importance in making teaching attractive. 
We can hope that one, the force of eco- 
nomic depression, will not return. The 
other, a more effectively competitive be- 
ginning salary, may be regained if and as 
adequate funds are available. There is a 
strong consensus that to assure increased 
quantity, and even reasonable quality, of 
beginning teachers there must be sharp in- 
creases in financial inducements. 

The attracting of teachers may be rela- 
tively easier than the subsequent holding 
of these teachers. 


The problem of beginning rewards 
(financial and other) may be of lesser im- 
port than are the probable future rewards 
some ten, fifteen or twenty years hence. A 
prudent man does not invest without giv- 
ing thought to the probable return. This is 
no more true of stocks, bonds, inventories 
or buildings than of the education of the 
doctor, engineer, lawyer or teacher. Note 
that attention is not directed to financial 
return alone. In any vocation there may 
be the element of psychic return, and for 
the true teacher this, admittedly, can be 
very high. But, one does not live—provide 
for his family and educate his children—by 
psychic return alone. 

From the foregoing it follows that in any 
realistic discussion of the qualifications of 
accounting teachers one must relate the 
cost of preparation in time, money and 
effort to the probable financial and other 
returns on such cost. 

It is not possible to measure psychic re- 
turn objectively but it appears reasonable 
to assume that such return develops from 
experience and, accordingly, may be more 
important in retaining than in attracting 
a supply of teachers. (This is not to deny 
the probable attracting power of expected 
psychic income.) To the extent that this is 
true, attention is focused, at the time of 
investment in preparation, on financial re- 
turn. 

In the light of probable returns, what 
investment can be expected of prospective 
teachers? What is the desirable prepara- 
tion expected by the schools and what is 
the minimum preparation essential to 
satisfying their needs? 

The AACSB report coming out of the 
Arden House conference on Faculty Re- 
quirements and Standards includes (p. 7) 
an admonition against overspecialization 
but points out that “In some few cases, 
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greater degrees of specialization may be 
justified, such as at present in the case of 
accountancy.” 

On the same page we find “Though some 
members of the instructional staff in cer- 
tain schools may need only the training 
required at the master’s level, the doctor- 
ate will still be the basic educational re- 
quirement for the large majority of teach- 
ers in business administration. .. .” It is 
unfortunate that the word “certain” ap- 
pears without clarification. Perhaps refer- 
ence has been made to those schools able 
to command only inferior preparation, per- 
haps—on the contrary—to those so strong 
generally as to suffer no appreciable dilu- 
tion from the presence of non-Ph.D.’s. 

In connection with standards for mem- 
bership in the American Association of 
Collegiate Schools of Business, the inter- 
pretation issued by the executive commit- 
tee relative to the provision for terminal 
degrees contains the following: ‘“The doc- 
toral degree in economics or business is ac- 
cepted in all fields. However, at present, 
members with Master of Business Admin- 
istration degrees who also hold certificates 
as Certified Public Accountants are con- 
sidered as having terminal qualifications 
for the teaching of accounting. The pro- 
fessional degrees of LL.B. for instructors 
in Business Law, and advanced engineer- 
ing degrees for instructors in Industrial 
Management may also be considered 
terminal.”’ 

Attention is directed to the words “at 
present” in connection with approval of 
the M.B.A.-C.P.A. combination. This ap- 
pears not to apply to the LL.B. or to “ad- 
vanced engineering degrees” which “may 
also be considered terminal.” 

At the time this interpretation was is- 
sued, 


(a) Was it expected that the M.B.A.-C.P.A. 
combination was on trial as to adequacy, 
or 

(b) Thatit was acceptable only during a transi- 


tion period at the close of which the only 
terminal degree would be the doctorate. 


Of importance at the moment to those 
concerned with providing accounting in. 
struction adequate, both qualitatively and 
quantitatively, to existing and future 
needs may be an inquiry into preparation 
for such instruction per se rather than any 
consideration of generalizations concern- 
ing business administration over ll, 
Through such research means as may be 
available there should be determined such 
details as: 


(a) 


(b) 
(c) 


(d 


(e) 


Adequate academic training. 

1. In accountancy 

2. In other areas 

Desirable or essential other training or ex- 
perience. 

The maximum of both which may, from 
time to time, be warranted by the eco- 
nomic facts of life. 

For any given school, the composite of 
“terminal degrees” constituting an ae- 
ceptable minimum for that school’s pro- 
gram. 

The degree to which standards for ac- 
counting instruction may be akin to those 
for engineering and those for law rather 
than to those for other areas in the busi- 
ness school. 


Queries: 


(a) 


(b) 


(c) 


“We might well take a look at the Ph.D. 
degree. Indeed, we might devise a new de- 
gree designed on a broader base and 
focused toward the teaching career. Per- 
haps we ought not be tied to the doctor's 
degree at all, iconoclastic as the idea may 
seem.””! 

Is the doctor’s degree essential, desirable 
or even acceptable as a terminal degree for 
instruction in accounting without regard 
for the accounting content of the doctoral 
program? 

To what extent is “other training or et 
perience” supplemental to academic train- 
ing and to what extent is it in lieu of such 
training? 

To what extent and for what reasons should 


1 Deane W. Malott, President, Cornell University, 
College and University Business, Vol. 19, No. 5, Novem 


ber, 1955. 
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preparation for instruction in accountancy 
exceed that regarded as terminal in other 
areas of the business school in view of 
salary levels in the several areas? 

(d) Is a single “terminal degree” desirable for 
all levels of accounting instruction whether 
undergraduate or graduate? Or should the 
program in accounting (bachelor’s, mas- 
ter’s, doctor’s) at a given school determine 
that school’s need for some recognized com- 
bination of Ph.D.’s, C.P.A.’s, M.B.A.’s, 
and other designations? 

(e) It has often been suggested that salary 
scales for teachers of accountancy should 
compare favorably with those in colleges of 
Law and Engineering rather than with 
those in most liberal arts areas. (It is 
recognized that certain other business 
school areas have advanced similar claims 
just as it is recognized that teachers in 
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certain liberal arts departments command 
superior salaries.) 

Is it reasonable to hold that salary scales 
in accounting should compare favorably 
with those in Law and Engineering (both 
traditionally deficient in doctor’s degrees) 
and, in the next breath, contend that the 
Ph.D. or D.B.A. or D.C.S. is essential or 
even highly desirable for advancement in 
accounting teaching? Would it be useful, 
in an effort to assess the significance of 
academic training and practical experience 
in accounting understanding, to undertake 
an analysis of contributions to accounting 
literature to determine the degree to which 
accounting theory and practice have been 
advanced by writers possessing the Ph.D. 
(D.B.A., D.C.S.), the M.B.A.-C.P.A., the 
bachelor’s degree—C.P.A., the Ph.D.- 
C.P.A., the C.P.A. alone, or none of these? 


INCREASING THE PRODUCTIVITY OF COLLEGE TEACHING 


ARTHUR M. CANNON 


Teaching Management—t.e., the Direction 
of Teaching Effort 

An important and obvious way to meet 
the challenge of increased enrollment will 
be to increase the productivity of teachers, 
which basically means to increase the 
student-teacher ratio; i.e., increase the 
quantity of education achieved with a unit 
of the educator’s time and effort." We 
think it is obvious that the years ahead 
will force this type of adjustment. It is the 
task of educational administration, by 
planning and preparation, to see to it that 
it is accomplished without a trading of 
quality for quantity. 

Our suggestions are directed to “man- 
agement”—to department heads, deans, 


See Thomas H. Carroll’s “Attracting and Main- 
taining a Supply of Effective Accounting Teachers,” 
Tug Accountinc Review, January 1956, p. 15: “The 
ineficient way to utilize the number of available faculty 
is to have them teach a large number of small sections. 
The efficient way is to have large lectures accompanied 
by small discussion sections under really effective sec- 
tion men.” 


presidents and regents. It is the task of 
management to make good use of the tal- 
ent, time and effort committed to its direc- 
tion. We see little evidence that this pri- 
mary duty of college administration has re- 
ceived much attention. In the midst of an 
era of change and a philosophy of progress, 
the technology of college teaching has re- 
mained basically unchanged for decades. 
While we commend the AACSB for its 
stirring of interest under the pressure of ur- 
gent necessity in this most important prob- 
lem, we commend to its attention the 
means of increasing productivity apparent 
in other fields. Certainly as teachers of 
business administration we should feel no 
hesitation to seek applications to our own 
field of the principles of management of 
personnel and facilities which we urge upon 
others. 

We admit there is an implicit assump- 
tion among educators and educational ad- 
ministrators that an increased student- 
teacher ratio will necessarily reduce the 
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quality of the product, that small classes 
are always better than large, that class- 
rooms should not even be built with seats 
for more than 25 or 30, and so on. But we 
are informed that these assumptions as to 
class size are unproved—indeed that re- 
search in the field is quite inconclusive. We 
do think that these notions represent to 
some extent valid and justifiable re- 
sistance of faculty members to over-load- 
ing, and we do not propose that the burden 
of increased enrollment is to be carried by 
simply adding it under existing techniques 
and conditions to an exhausted faculty. 
What we have in mind is the improvement 
of techniques and facilities, the provision 
of assistants, the training and direction of 
personnel, so that more teaching can be ac- 
complished by the teacher without either 
unreasonable demandsupon the teacher nor 
dilution of the quality of the teaching. 


How Is Productivity Increased 


Our observation is that output is com- 
monly increased by the use of capital 
goods, by improved organizations, man- 
agement and training of personnel, and by 
the rationalization of the process involved. 
We do not think that such approaches are 
beneath the dignity of professional men. 
We do not want our time and energy 
wasted with the trivial, the repetitive, the 
unnecessary tasks that can be performed 
by machines or by less skilled assistants, or 
that perhaps need not be performed at all. 
We observe that a great conservation of 
the time and effort in other professions is 
going on and we want some of that for 
ourselves.? To meet the problems of mass 
education of the second half of the twenti- 


? For instance, the practice of medicine has been 
revolutionized in recent years by the discovery and use 
of so-called ‘wonder drugs,” which are a substitution of 
capital for labor. We observe a magnified output in law 
offices—not only from the organization and use of junior 
assistants, but also from the codification and classifica- 
tion of cases performed by the law publishing houses— 
the sort of thing we become familiar with in accounting 
with the income-tax “‘services.” 


eth century may indeed require a sharp 
break with the teaching traditions of the 
past. Your committee urges that the Asso- 
ciation’s membership approach the coming 
period with open mind, imagination and 
resourcefulness. 


The Use of Capital Goods in Teaching 


The commonest of all means to increase 
output is to improve and add to the work- 
er’s tools. College teachers operate still 
with blackboard and chalk. We think the 
techniques of radio, television and the 
moving picture—particularly the last— 
can greatly amplify the effectiveness of 
our work. While increasing output many 
fold, those devices, far from decreasing 
quality, would bring the talents of the very 
best of us to hinterlands and generations 
of students otherwise possibly exposed to 
nothing but mediocrity or to no teaching 
to all. 

Laurence Olivier does not have to play 
“Hamlet” in every theater in the world to 
bring his talents to his admirers. Why 
should not the work of our finest teachers 
be brought by moving picture, with sound 
and cinerama, to a thousand schools and 
classrooms at a time? Why indeed should 
a teacher repeat over and over again in 
succeeding semesters the same lecture in 
introductory accounting, answering the 
same questions, using the same illustra- 
tions? Many experiments with television 
indicate the surprising degree of accom- 
plishment that can be attained without 
the physical presence of the teacher. 


Closed circuit TV can increase the cover- § 


age of a lecture if lecture halls are inade- 
aquate and can be used for controlled ex- 
periment. Ordinary broadcast TV can 
bring either live or moving picture lectures 


together with classroom instruction to 8 


students in their homes or living groups 
with consequent saving in both building 
facilities and instructional staff. And mov- 
ing pictures in lecture halls can bring the 
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impact of the spoken word and to a great 
extent the personality of the effective 
teacher to supplement the use of the writ- 
ten word, already in textbook form the 
basis of much of our teaching. Class meet- 
ings at less frequent intervals under avail- 
able staff as discussion sections could sup- 
plement movie or TV presentation. 

Essentially what we have here is an op- 
portunity to increase greatly the number 
of students who attend a given lecture. We 
urge a broad-scale effort by colleges, by 
publishers, by those interested in educa- 
tion, to enlist the better teachers with the 
best technical facilities of the moving pic- 
ture and television industries to substitute 
these devices for the formal lecture as a 
primary means of meeting the challenge of 
increased enrollment. 


Correspondence Courses 


Observing the very considerable degree 
of accomplishment of recognized corre- 
spondence institutions in the teaching of 
accounting, we think it quite possible that 
the number of hours of class contact of 
teacher with student in our field could be 
reduced by the provision of more detailed 
study outlines and instructions along the 
line of the familiar correspondence course 
materials. We think that under the pres- 
sure of increased enrollments students 
should be encouraged, perhaps even re- 
quired, to get a good deal of elementary 
material out of the way by such devices, 
coming into contact with professors per- 
haps a little further advanced. Such ma- 
terials might well be integrated with the 
TV-movie type of lecture above referred 
to, all with the object of increasing the 
number of students that a given teacher 
with appropriate grading and clerical 
assistance could effectively handle. 


Large Class Facilities 


It goes almost without saying that bet- 
ter arranged, better lighted, and better 
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ventilated classrooms will of themselves 
make a considerable contribution to the 
effectiveness of teachers with the larger 
classes we certainly are going to face. Re- 
modeling and new construction should be 
carried out with this basic necessity in 
mind. 

This does not mean that we intend to 
eliminate all classes of small demand. 
What we have in mind is combining 
smaller courses into large and the large 
into still larger in the case of the classes for 
which there is great demand anyway, and 
preparing to handle them effectively by 
the use of the powerful aids above referred 
to. Further opportunities in this direction 
will come with the reduction of the spe- 
cialization and proliferation of courses to 
be referred to below. 


Office Facilities 

In addition to improvement of class- 
room facilities, the improvement of office 
facilities will go far to relieving teaching 
talent of diversionary demands on time 
and effort. Adequate telephone service, 
dictaphones, book shelves, comfortable 
and convenient, even attractive surround- 
ings are desperately needed in many insti- 
tutions. 


Organization, Management, and Training 
of Teaching Personnel 


Assistants 


In order to make available teaching tal- 
ent and effort for the main task of teaching 
it is essential in most colleges and uni- 
versities that teaching staff be provided 
with more adequate clerical, stenographic 
and grading assistance, and that extrane- 
ous duties be minimized. 


“Advising” 
While good teachers will always welcome 
opportunities for counseling of students, a 


great deal of what goes under the head of 
counseling and advising is of the most 
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routine nature, readily and better handled 
by the more specific prescription in cata- 
logues of course requirements and alterna- 
tives, perhaps by more rigid curricula, 
with explanations by clerical staff in ad- 
ministrative offices. 


Committees 


Administrative and faculty committees 
—department, college and university, are 
great drains on teaching time and effort. 
Many of them are useless. This is not to 
say that the desirable function of liaison 
between faculty and administration and 
between various segments of the faculty is 
not well accomplished through the com- 
mittee device, but a rigorous reexamina- 
tion of the number of committees, of their 
duties and functions, with a drastic reduc- 
tion in the number and length of such 
meetings at which attendance is required, 
is going to be necessary if teachers are go- 
ing to carry heavier burdens of teaching. 


Consulting 


Another burden on teaching time is 
“consulting.” The problem is two-fold. 
Unless college teaching pays enough to be 
a full-time job, consulting will continue to 
be a method of exacting indirectly a levy 
on the business community for the support 
of college teachers who would not other- 
wise be available for the wages paid. Also, 
a certain amount of contact with the busi- 
ness world is desirable to maintain the 
freshness of the college teacher’s under- 
standing of his field. This is particularly 
true in business. College teachers to whom 
more lucrative opportunities are available 
have every right to demand increased 
compensation or to take their services else- 
where. No doubt the pressure of the next 
few years for teachers will bring about con- 
siderable upward correction of the salary 
scale. On the other hand, the institution 
has every right to demand of the college 
teacher that his outside activities be re- 
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stricted so as to be consistent with the re. 
quirements of his teaching career and 9 
as not to constitute excessive demands on 
his time and energy. 


Training and Supervision 


We think college teachers should be bet- 
ter trained and better supervised. We ques- 
tion what seems to be an implicit assump- 
tion that anyone who knows the subject 
matter of a field knows how to teach it, 
We think it quite likely that even as it is 
possible to teach business administration 
so it is possible to teach education, and we 
propose elsewhere in this report a full- 
scale investigation of the techniques and 
methods of college teaching of accounting. 
But with or without such investigation, we 
observe that the best results in organiza- 
tions of all sorts are brought about through 
reasonable, thoughtful, constructive ob- 
servation and supervision and appraisal 
of personnel. This involves class observa- 
tion by administrators and fellow faculty 
members for the mutual information and 
improvement of the observed and the ob- 
server. We think also that teachers can 
greatly benefit by sampling of student re- 
actions to their teaching, such as we find 
carried on in a number of institutions. We 


think it would be highly desirable if objec- | 


tive bases of the measurement of teaching 
effectiveness could be established by re- 
search, by use of achievement level exam- 
inations of students, by sampling of stu- 
dent opinion, by observation of teachers 
at work. We think the attainment of a 
high order of skill in teaching should be an 
important condition of advancement in 
rank and salary within college faculties. 
Down-grading of the prestige of teaching 
of lower-division courses, or even of teach- 
ing itself, in relation perhaps to research 
and publication, should be resisted. Teach- 
ing ability should be discovered, used, rec- 
ognized and rewarded. 

In summary, we think it ridiculous to 
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waste teachers’ efforts and time in clerical 
tasks, to permit their dissipation in exces- 
sive consulting, to avoid so-called ‘‘teacher 
training’ as though there were no such 
thing, to avoid the supervision and ap- 
praisal of teaching activities, or to mini- 
mize the prestige of teaching in an educa- 
tional institution. These various vanities, 
absurdities and fallacies we think can 
greatly reduce teaching effectiveness and 
we think they can be corrected by wise 
administrative management to which the 
teaching staff should give full cooperation. 


The Eleven-Month Year 


Another direction in which improved 
management of available teaching per- 
sonnel could be most productive is in the 
area of extending the school year, and here 
is the most obvious opportunity for better 
use of the physical facilities, as well. What 
this means is full-scale, full-length summer 
sessions and a school year of four quarters 
instead of three, or three semesters instead 
of two. We think these quarters or semes- 
ters can and should be organized so as to 
occupy eleven calendar months of the year, 
leaving one month for vacation, and of 
course we think that increase in teaching 
salaries should be fully proportionate to 
the increased length of the school year. 
Thus a given teaching staff will obviously 
turn out a very substantially increased 
amount of teaching and at no increase in 
direct cost per unit and with obvious de- 
creases in indirect or overhead costs. 

It is perfectly obvious that male teach- 
ers in all levels of education from the grade 
schools through the universities secure 
remunerative employment in the summer. 
With teaching staff in short supply why 
should it be dissipated for months out of 
year to sell real estate, drive a truck or a 
tractor, occupy an internship or a resi- 
dency or otherwise work for government or 
business—that is to seek a living for self 
and family? 
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To make full use of a year-round staff, 
the present pattern of summer vacation for 
students will have to be broken. Your com- 
mittee thinks this is long overdue. Stu- 
dents could be encouraged to complete the 
undergraduate education in three years of 
four quarters, or they could be required to 
attend a certain number of summer quar- 
ters during the undergraduate career, tak- 
ing the vacation during some other quar- 
ter. 


Rationalization of the Process 


In addition to maximizing the use of 
capital goods, and resorting to improved 
organization, management, and training 
of personnel, we observe that a common 
means of increasing productivity is to de- 
fine pretty clearly just what it is the or- 
ganization is trying to do and then logi- 
cally plan and direct the organization’s 
activities in that direction. We think there 
has been some neglect of this determina- 
tion, planning and direction in the field of 
college teaching of accounting. Are we try- 
ing to teach ‘Understanding Business 
Through Accounting”? Or is it “How to 
Keep Books for Every Sort of Activity’’? 
Or perhaps is it ‘“How to Be a Fraternity 
House Manager’’? 

We think that in the field of accounting, 
as in other conspicuous fields on the cam- 
pus, the race of the curriculum with knowl- 
edge must be called off, the proliferation 
of courses must be halted. Duplication of 
subject matter between accounting courses 
and between accounting and other courses 
must be ferreted out and removed, and 
every course, every textbook, every lecture 
be studied by staff and administration with 
this primary question in the forefront: 
What is it we’re trying to do, and how does 
this contribute to that end? 


Teach Basic Principles 


Your--committee suggests that what 
we’re trying to do in teaching accounting 
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is to bring about an understanding of the 
basic principles and conventions of the art 
and how it is used to assure the fair presen- 
tation of financial information and the 
control of business activities. We quote 
with approval from Donald Perry’s Dick- 
inson Lectures at Harvard last year, 
“Many accounting curricula would profit 
by concentrating on basic intensive courses 
rather than overextending into such ap- 
plied courses as Principles of Real Estate 
Accounting or the Theory of Stock Bro- 
kerage Accounting. .. . After all the par- 
ticular problems and cases which might be 
presented in an accounting curriculum 
would not exhaust the field in a lifetime 
of study. Students should realize this and 
understand that a career in any profession 
calls for continuing study and research. 
... To me the most fruitful direction for 
a solution is to see that academic work 
concentrates on principles, problems and 
methods of solution, leaving the practical 
answers, detailed application and factual 


material to be learned later on the job.” 

Your committee suggests that the prob- 
lems of the years ahead will require us to 
curtail somewhat the luxury of excessive 
student electives and to force the curricy- 
lum into a somewhat more rigid pattem 
and sequence, and thus reduce the number 
and increase the size of classes being of. 
fered at any particular time in a given de- 
partment. Thus could an accounting 
faculty encompass a rational objective of 
teaching basic principles and at the same 
time handle a much heavier total student 
load. 

Furthermore, we question whether as 
many schools need to offer either graduate 


or upper-division training in specialized f 


fields such as accounting. Certainly within 
states and perhaps in regions arrangements 
could be made for different schools to em- 
phasize different specialties. 

’ Donald P. Perry, Public Accounting Practice ond 
Accounting Education (Cambridge: Harvard University, 


1955—Reviewed in AccounTING REvIEW, July 1956, 
by Sidney C. Winter of this committee.) 


TRAINING FOR MORE EFFECTIVE ACCOUNTING INSTRUCTION 


PAvuL GARNER 


Background and Purpose 


Several hundred people begin to teach 
accounting at the collegiate level each 
year. Many of these are inexperienced in 
conducting classes and have only the ex- 
ample of their own prior instructors to 
guide them in the difficult first year or two. 
This is not a desirable situation. 

The Committee is of the opinion that 
every new staff person should have the op- 
portunity of participating in a planned 
program of orientation to his work as an 
instructor. The “sink or swim” attitude 
should have been abandoned long ago. 

The American Accounting Association 
has as one of its objectives the “improving 
of accounting instruction.” It is proposed, 


therefore, that this stated purpose be par- 
tially implemented by means of an experi- 
mental AAA-Cooperating Institutions pro- 
gram of instructional staff training. 

The AAA is the logical organizational 
unit to sponsor this type of project. It has 
members who are willing to dedicate them- 
selves to educational tasks; it has resources 
for attacking the problem of ineffective 


and relatively unproductive teaching. The | 


accounting profession will be made stronger 


by virtue of AAA efforts in this area of 9 


service. 
Specifically, it is hereby proposed that 


the AAA sponsor a staff training project § 


(on an experimental basis) in about 4 or 5 


institutions in the country, having a num- ¢ 
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ber of new accounting instructors (part- 
time or full-time) each year. While many of 
the details will have to be worked out as 
the project moves along, the general pat- 
tern which the Committee proposes is de- 
scribed below. 


Tentative Details of the Proposal 


1. The Committee on Faculty Personnel 
would attempt to find and then to nom- 
inate (to the President of AAA) several 
possible candidates for the job of serving as 
top-level co-ordinator of the project. These 
persons should have high professional 
standing in teaching. The President of the 
Association would then appoint one of the 
nominees to the post of top-level co-or- 
dinator. 

2. The Committee on Faculty Personnel 
would serve as an advisory board to the 
top-level co-ordinator during the course of 
the experiment. 

3. With the help of the Committee on 
Faculty Personnel, the top-level co-ordi- 
nator would enlist the cooperation of 4 or 5 
institutions in the country offering pro- 
grams in accounting. These institutions 
should be selected on the basis of varying 
types of teaching approaches, staff organ- 
ization, and the use of part-time versus 
full-time instructors. Geographic spread 
would be desirable but not essential. It is 
more important to have interested institu- 
tions included in the project than it is to 
have wide geographic spread. 

4. Each of the 4 or 5 cooperating institu- 
tions would select an institutional co-or- 
dinator who would be responsible for the 
management of the program on the indi- 
vidual campuses. 

5. It is contemplated that the experi- 
mental aspects of the project will take at 
least one year to complete; the project 
may last longer. 

6. There should be no “straight-jacket- 
ing” in the conduct of the program. A 
spirit of experimentation should prevail 
throughout. 
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7. Doctoral candidates who are doing 
part-time teaching should be especially 
urged to participate in the program, in 
those cooperating institutions offering the 
doctorate. Such participation should en- 
courage more of these candidates to con- 
sider teaching as a career. 

8. In the summer prior to the starting 
of the project the top-level co-ordinator 
and the institutional co-ordinators would 
have a briefing and planning session at 
some convenient place, lasting perhaps a 
week. 

9. At the briefing and planning session 
the following matters, among others, 
might be considered: 


a. How can newcomers on the staff be more 
effectively guided during their first year or 
so? 

b. Organized plans for first year supervision of 
newcomers on staff. 

c. Constructive appraisals of performance of 
new staff members—how best handled? 

d. Visiting of classes by institutional co- 
ordinators—how best handled? 

e. Deciding on experiments in use of modern 
materials which can be tried out in different 
ways at the several institutions looking 
toward more effective teaching results. 

f. Decide on method and extent of reporting 
interim results and findings of the co- 
operating institutions. 

g. Other matters, such as large classes versus 
smaller ones, etc. 


10. It is contemplated and assumed that: 


a. The AAA Executive Committee will au- 
thorize an appropriation of $2,500 to pay 
out-of-pocket expenses of the project during 
its first few months. After that period 
foundation sponsorship might be sought by 
the Association. 

b. The institutional co-ordinators will be re- 
leased from some of their regularly assigned 
duties, by their respective institutions. 

c. The AAA will make the results and findings of 
the project available to all interested univer- 
sities, as a matter of public service, through 
the AccounTING REvieEw or other media. 

d. There will be considerable travel required 
of the top-level co-ordinator and the institu- 
tional co-ordinators. In addition to the sum- 
mer planning and briefing meeting referred 

to in #4 above, it is contemplated that the 
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co-ordinators will get together three or four 
times during the year or so that the project 
is active, for the purpose of discussing the 
progress of the program. All of this expense 
should be paid from the funds of the project. 


Expected Accomplishments from this Pro- 
gram 


1. It would indicate to other professional 
and academic organizations that the AAA 
is interested in the quality and effective- 
ness of the teaching staffs in the field of ac- 
counting. 

2. Some of the features of this experi- 
mental program are now being carried out 
at individual institutions. There is not, 


however, much sharing of the results o 
such experiments beyond the university 
involved. 

3. It would focus the attention of AAA 
members on a new activity of the Associa. 
tion in the area of teaching. 

4. The mutual interchange of exper. 
ences and the subsequent publication of 
the results of the experiment would have, 
lasting impact on the entire accounting 
educational process. 

5. The success of this program would en- 
courage more capable young people to be. 
come interested in potential careers in the 
teaching field. 
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TOWARDS A NEW ACCOUNTING 


BERT SCHIRESON 


accounting. A rapidly changing 

business community is demanding 
that accountants recognize the new “facts.” 
Meanwhile leading accountants are at- 
tempting to meet the demands within the 
same old framework of double-entry book- 
keeping. The time has come to evaluate 
present day accounting in its entirety. We 
will find that it is limited in flexibility and 
narrow in scope. 

It is true that some attempts are being 
made to modify “accepted practice.” The 
recent and numerous bulletins of the 
American Institute of Accountants illus- 
trate this clearly. Such areas as income tax 
treatment, composition of current assets, 
contingency reserves, and net profit are 
far different than they were a decade ago. 
Even now tremendous pressure is building 
up to change original cost and depreciation 
accounting. 

Most of the pressure is coming from the 
business community. Accounting state- 
ments are expected to indicate the eco- 
nomic realities of a business unit. It no 
longer satisfies the accountants’ audience 
tosay that things arein accordancewith cer- 
tain principles, consistently applied, etc. 
People want balance sheets and profit and 
loss statements to tell the real story. 


G= CHANGES are taking place in 


Business a Part of the Whole Community 


Taxes based on income have shifted 
from modest payments for the privilege 
of doing business to an unwilling partner- 
ship in which the government obtains a 
considerable portion of net income. The 
entire communal relationship of business 
units has been modified. The stockholders, 
public, customers, and employees are mak- 
ing new demands for detailed and mean- 
ingful information. Wages, profits, prices, 
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taxes, dividends, and goodwill depend on 
the “figures.” 

If the government has become a partner, 
the employees have assumed the role of 
relatives. They no longer demand merely 
higher wages; but in more and more cases 
business must provide pensions, hospitali- 
zation, medical care, insurance, and other 
“welfare” payments. Not only is the com- 
munity moving in on the business, but 
businesses are getting inextricably inte- 
grated into the entire fabric of communal 
life. College is no longer an ivory tower; 
it is an employee recruitment arena, a 
research adjunct, and a labor-management 
meeting area. Businesses actively support 
charities, bond drives, health control, city 
planning, etc. Just the one field of adver- 
tising is so extensive in its import to com- 
munication and everyday living that to 
measure its significance would be a tremen- 
dous job. 


Owners Viewpoint 

What this means to accounting is that 
it is no longer adequate to view business 
as the private domain of an enterprising 
individual. Accounting statements are 
still organized around this concept. Pre- 
paring accounting records from only the 
owner’s economic interest is as unrealistic 
as an attempt to explain price movements 
by an over-simplified supply and demand 
theory. 

One of the principal reasons labor unions 
generally distrust certified corporate state- 
ments is that these statements are or- 
ganized about ownership as the dominant 
interest. The interests of a non-ownership 
group are reflected only to the extent of 
their contractual and legal rights. 

The relationships of a business between 
executives, laborers, owners, customers, 
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community, and government cannot be 
competently delineated by the “rights” 
concept. Yet “right to property” is a fun- 
damental precept of present-day account- 
ing. Elementary texts start with a discus- 
sion of property and the associated rights 
to property. ‘Rights’ are structured by 
the “‘bundle of rights” concept and so is the 
liability side of the balance sheet. Legal 
title and recognized rights are the criteria 
for whether or not an item appears on an 
accounting statement. To illustrate the 
narrowness of the rights theory let us ask 
this question. Can the claim upon the 
energies of a business organization by a 
customer of twenty years’ standing be in- 
dicated by legal rights? 

You might answer that accounting does 
not purport to tell the whole story of a 
business. Yet businessmen, economists, in- 
vestors, and other groups are demanding 
that accounting be an accurate description 
of the economic conditions and operations 
of a business. Even if we restrict the as- 
pects of an enterprise that we will con- 
sider, still there are important difficulties. 

A radical shift in the economic value of 
the dollar has knocked the props out of 
accounting based on original cost. Years 
ago inventories could be kept close to 
original cost on the basis of the lower of 
cost or market theory. This departure 
could be justified on the basis of conserva- 
tive asset evaluation. But when the ques- 
tion of revaluation of fixed assets was 
forcibly presented by devaluation of the 
dollar and emergency amortization of war 
facilities, most accountants balked. The 
assets were more valuable on a replace- 
ment basis but accounting statements did 
not show this. Businessmen said that the 
reports were not accurate—that they did 
not reflect the facts. 

Accountants were forced to counter that 
balance sheets are based upon certain 
principles, admit that the facts are dis- 
torted, and plead that to do otherwise 
would be inconsistent. 


Excuses will not be accepted for very 
long. Someday we will have to stop patch- 
ing up the old system and start with a new 
method and approach to recording eco- 
nomic data. 

As a first step we should examine the 
basis of accounting. As indicated pre- 
viously, a fundamental division is made 
between property and rights to property, 
The standard of measurement is money, 
Time is neatly categorized into past and 
future. 


The “‘Box”’ System 


Property, rights to property, time and 
money are related by a classification sys- 
tem that I call the “Box.” Assets in the 
upper left, liabilities upper right, expenses 
lower left, and income in the lower right 
make the box. The vertical line marks the 
separation between property on the left 
side and rights to property on the right 
side. The horizontal line serves to dif- 
ferentiate between the future above the 
line and the past below the line. 


A L 


E 


| 
| 

Visually this box will serve to represent 
the framework of accounting. To fill in, 
add plus and minus signs to each square, 
and start further classifying each section. 
A minus in the “A” section could be an 
asset valuation reserve. A vertical line in 
the “L” section would separate ownership 
or capital interest from other liabilities. 
A horizontal line in the same “ZL” section 
differentiates between current and fixed 
liabilities, 
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Suffice it to indicate that each section has 
numerous Classifications defined by essen- 
tially simple and straightforward criteria. 

Economic activity is recorded in the 
“Box” by a system of two-valued logic. In 
this type of logic the categories are mutu- 
ally exclusive. X is either A or not A. An 
insurance deposit is either a deferred 
charge or a current asset, not both. The 
attention of accountants is usually focused 
on classifying transactions into the “‘prop- 
er’ sub-section of the “Box.” 

A transaction has been generally defined 
by the passage of title and the use of 
materials or services. The implement for 
recording economic activity in an organiza- 
tion is the double entry of the monetary 
value of a transaction. Double-entry book- 
keeping, in turn, is based on the implied 
assumption that the impact of a given 
transaction upon one aspect of a business 
results in an identical although reciprocal 
effect upon some other phase. 

Now that the broad outlines have been 
set forth we shall attempt an evaluation. 
The standard of measurement has proved 
to be a variable, not a fixed standard. The 
dollar has changed in value, where the 
dollar was supposed to be a measure of 
value. Economic value is an idea so neb- 
wlous that few professional economists 
can agree on a definition, more or less upon 
a specific observable case. The widespread 
use of the idea does not make it much more 
concrete than ideas such as “Beauty” or 
“Good.” 

It is significant that accounting is based 
on economics and law, two of the most 
inexact fields of endeavor. Economics has 
not yet matured as a science. Most lawyers 
will admit that law is an ever-changing 
maze. 

Next, let us examine the conventional 
journal entry that records depreciation. If 
one wants to record a charge for deprecia- 
tion in excess of pro-rated costs what is he 
to do with the credit? One can obtain a 
makeshift solution, but essentially the 
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present accounting system is not equipped 
adequately to treat such situations. 

It is relatively easy to see the disadvan- 
tages of measurement by dollars, legal 
rights and the double entry. The most 
difficult fault to appreciate fully is the 
“box” classification. Essentially the reason 
is that the system employs Aristotelian 
logic. Aristotelian or two-valued logic is an 
integral part of our common cultural 
heritage. This mode of thinking pervades 
our everyday language and is the frame- 
work within which ideas are usually dis- 
cussed. 

Most of the sciences have found that 
dichotomous classifications, which are 
germane to Aristotelian thinking, are not 
useful devices for organizing data. Usually 
two opposing categories represent the ex- 
tremes of a continuum. Psychologists have 
found that it is more accurate to use 
various degrees of contact with reality to 
describe people, instead of merely classify- 
ing them as sane or insane. 


What is Income 


In accounting, the distinction between 
income and surplus is a fine example of the 
persistence with which problems contin- 
ually arise because of this either-or cate- 
gory. Generally, income statements reflect 
the results of current operations; and sur- 
plus is adjusted for non-operating gains 
and losses. An unusual charge or credit 
occurs. It must be decided if it is unusual 
enough to be extraordinary. Then, are the 
dollars involved sufficient to call the charge 
or credit material? Who is to draw the line 
and who establishes the criteria? As it now 
stands various agencies continually define 
and redefine the distinctions and set the 
various criteria. Beneath the controversy 
is the fact that “the word ‘income’ is used 
to describe a general concept, not a specific 
and precise thing.’’* Yet the controversy 
wages between those who want income to 


1 Accounting Research Bulletin No. 32, Income and 
Earned Surplus. 
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be all-inclusive and those who want the 
income to show current operating per- 
formance. The American Institute of 
Accountants appointed a committee to 
study the matter. The committee voted 
and told individual accounting practi- 
tioners where to draw the line.? Still we 
have to find out what is material and what 
is extraordinary. This situation is similar 
to the old “dictionary circle’ where a 
word one does not know is defined by 
another word that one doesn’t know. 


Operational Definitions 


Actually we have inherited some words 
that we are continually trying to fill with 
meaning. We are trying to differentiate 
between words that are “‘ideas in the minds 
of men.” There is only one escape from 
this unsatisfactory situation. We should 
employ words that may be operationally 
defined. To achieve this, words are used to 
describe a particular operation that any- 
one could perform—or words that describe 
a specific and precise thing. The word 
“length” as employed in science is defined 
by a physical act of measurement. 

Basically, the alternate is a shift from 
redefining old concepts to examining and 
describing the phenomena that are the 
data to be used in accounting. This is just 
another way of suggesting that we take the 
scientific approach. 

One of the first steps in making a transi- 
tion to a scientific approach is a realiza- 
tion of the limitations of the present 
theories. In a general way, I have set forth 
some of the important limitations. But no 
analysis would be complete without men- 
tion of the recognition of income rules, 
understatement of assets approved on the 
grounds of conservatism, and the going 
concern assumption. 

The appreciation or enhancement of 


2 The committee also reversed certain decisions made 
three years previously. A footnote in Bulletin No. 32 
says that Bulletin No. 32 supersedes Bulletins No. 23 
and No. 18 where they conflict. 
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asset values resulting from increased mar. 
ket prices is not recognized as revenue prior 
to sale.* In other words, revenue can exist 
but it will be ignored until a particular 
technicality is complied with. Conversely, 
when an asset has decreased in value, the 
lower of cost price or market price is used, 
Accountants have deemed it proper to 
give effect to losses as soon as possible and 
to postpone income until the asset which 
has increased in value is sold. These prac- 
tices are defended by a policy of stating the 
value of assets conservatively. Notice that 
accuracy is not mentioned. 

Accounting statements are usually pre- 
pared under the going concern assumption. 
If the business is not going to continue, a 
statement of realization and liquidation is 
prepared. Are these the only two possi- 
bilities? There are many conditions and 
plans that can exist between continuing 
and discontinuing in business. 


Accountants Predict 


Balance sheets are prepared by the use 
of a certain set of principles, concepts and 
assumptions. In all fairness as many bal- 
ance sheets should be prepared as there are 
plausible assumptions. Perhaps it is in 
partial recognition of the limited value of 
accounting statements that public account- 
ants are legally restrained from making 
predictions of income. Yet one of the chief 
merits of information and theories is their 
usefulness in predicting events. If account- 
ing were a science, the practitioners would 
be expected to prognosticate within 4 
definite range of accuracy. 

At this stage of development of account- 
ing it might be wise to take leads from the 
sciences. Let us look at accounting from 
the broadest possible vista. We are de- 
scribing the economic aspects of the be- 


3 A direct quote from the 1948 revision of Accounting 
Concepts and Standards Underlying Corporate Financial 
Statements, issued by the American Accounting Associ 
ation. The italics are the author’s. 
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havior of a particular type of social group 
called business enterprise. This puts ac- 
counting into the “Social Sciences.” To 
make a valid description of a certain as- 
pect of group behavior, one must have 
some appreciation of all aspects of the 
groups’ behavior. Also, one should ap- 
preciate the distortion possibilities in- 
herent in a unilateral approach. 


The Future 


However, if the reader will admit that 
accounting can rightfully be classified as a 
branch of science—then broad opportuni- 
ties are available. We can start using 
statistical techniques and all of the para- 
phernalia of higher mathematics. Already 
students are studying the application of 
statistical sampling to auditing. 

The present classification system can be 
replaced by field concepts where cause and 
effect is not explained by “intrinsic na- 
ture’ but by the resultant in time of 
dynamically interrelated forces. 

Historic lessons of scientific methodol- 
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ogy will help us as we investigate, say, the 
boundary of an economic group. The 
significant phenomena may more profit- 
ably be delineated by the movement and 
qualitative changes in a product, rather 
than by the passage of legal title. 

A new measure of productivity must be 
derived to replace the dollar. A formula 
that might prove useful as a starter is 
P=kg(MCL). Productivity is a function 
of material, utilization of capital, and 
labor, all modified by the efficiency of the 
particular group. 

As we start to view accounting as a 
science, it is readily apparent that it is in 
its infancy. The problems and questions 
that arise far outnumber the solutions and 
answers. The magnitude of the task can- 
not be allowed to discourage us, for the 
necessity is impelling. Obviously present- 
day bookkeeping is not to be promptly 
abandoned. However now is the time to 
turn our energies and attentions away from 
the old concepts and “Box” system to 
scientific method. 
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DIVISION OF RETAINED EARNINGS TO 


REFLECT BUSINESS NEEDS 


Harry G. BRown 
Partner, Chamberlain, Care & Boyce, and Lecturer, Canisius College 


corporation as a device for avoiding 

income taxes on shareholders, Con- 
gress has provided, in Subchapter G (Sec- 
tion 531) of the 1954 Internal Revenue 
Code, a special tax applying to those cor- 
porations which allegedly accumulate 
earnings beyond reasonable business needs. 
The rate structure of this “Accumulated 
Earnings Tax” is the same as under the 
1939 Internal Revenue Code (Section 102): 
27} per cent of the accumulated taxable 
income up to $100,000 and 38% per cent of 
the amount over $100,000. 

It should be noted that the severity of 
old Section 102 has been mitigated in the 
new code by several liberalizing features. 
In spite of these features, however, any 
corporation which has accumulated earn- 
ings in excess of $60,000 and whose owner- 
ship of stock is limited to a small group, 
may be subject to the tax if it cannot relate 
a retention of earnings to the reasonable 
needs of business. Section 533 provides: 


I: ORDER to discourage the use of the 


(a) Unreasonable Accumulation Determinative of 
Purpose— 

For purposes of section 532 (Corporations sub- 
ject to the Accumulated Earnings Tax), the fact 
that the earnings and profits of a corporation are 
permitted to accumulate beyond the reasonable 
needs of the business shall be determinative of the 
purpose to avoid the income tax with respect to 
shareholders, unless the corporation by the pre- 
ponderance of evidence shall prove to the con- 
trary. 


Thus, the basic problem of accumulated 
earnings resolves itself into answering the 
question, “Why are earnings retained and 
how are the reasons for their retention re- 
lated to the reasonable needs of the busi- 
ness?”’ Since there is no statutory formula 
for determining the amount that is con- 
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sidered reasonably retained, those con. 
nected with concerns which may be sub. 
ject to this special penalty tax should 
analyze critically why specific amounts 
of earnings are retained rather than being 
paid out as dividends. 


ACCOUNTING APPROACH TO RETAINED 
EARNINGS ANALYSIS 


Earnings may be retained for a variety 
of reasons, some obvious and definite; 
others more difficult to analyze and meas- 
ure. Whatever the reason, an examination 
of retained earnings should be made from 
two viewpoints: the lessons of the past and 
the plans for the future. 


Investment tm existing assets 


First, the investment of earnings in 
existing assets must be evaluated. This re- 
quires a backward look at the previous 
disposition of earnings to see how they 
are reflected in the assets on hand at the 
end of a period. The desirability of this 
type of analysis was emphasized by Wil- 
liam L. Carey, who wrote: 

As a matter of fact, [retained earnings]... 
might reach astronomical proportions. But if the 
earnings were ploughed back into the business 
through plant expansion or increase of inventory, 
for example, Section 102 should not be applied. 
The asset side of the balance sheet is the focal 
point as distinguished from the quantity of [re- 
tained earnings] ... upon the right-hand side. 


Evidence introduced in the United Iron 
and Metal case of 1952 demonstrates the 
usefulness of such an approach, for it con- 
sisted of a detailed list of monthly bank 
balances, inventories, receivables and fixed 


1 William L. Carey, “Section 102 May Not Be the 


Menace Some Tax Men Consider It To Be,” Journal of § 


Accountancy, March 1950, p. 221. 
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assets. In upholding imposition of the 
special surtax on earnings, the court placed 
considerable emphasis on how earnings 
fnally resided in existing assets, for they 
said: “The balance sheets in this case 
show an increasing accumulation of earn- 
ings and profits and there is no evidence of 
any need for the ever-increasing accumu- 
lation.” 


Contemplated investment of assets 


Often more important than the invest- 
ment of retained earnings in present assets 
is the necessity for considering how these 
earnings are to be utilized in the future— 
the forward look. One authority in speak- 
ing of growth and the need for funds, said: 

There is nothing illegitimate in the accumula- 
tion of [earnings] . . . to strengthen the financial 
position of a corporation with a view to expanding 
activities and contemplated development; the un- 
reasonable accumulations provision does not re- 
quire that a business should remain static.® 


Official recognition of the need of funds 
for future growth has been incorporated 
in Section 537, which specifically states 
that the reasonable needs of business in- 
clude the reasonably anticipated needs. 


Use of reserves 


Faced with the need to reflect informa- 
tio about the retention of earnings on 
financial statements, accountants have re- 
sorted to the use of reserves to accomplish 
this task. The reserves are appropriated 
from retained earnings to indicate the in- 
tentions of management as to future asset 
commitments. 

In speaking of “reserves,” The American 
Institute of Accountants recommends that 
the term be restricted to situations in 
which an unidentified portion of net assets, 
in a stated amount, is being held or re- 


* United Iron and Metal Corp. v. Commissioner of 
Iniernal Revenue, 11 T.C.M. 618 (1952). 

* Jacob Mertens, Lew of Federal Income Taxes, Vol. 
7, p, 362 in reporting case of Williom C. deMille Produc- 
tions, Inc., 30 B.T.A. 826 (1934). 
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tained for a special purpose. In this sense, 
a reserve is frequently referred to as an 
appropriation of retained income.‘ 


Further appropriations of earnings 


Working on the premise that a segrega- 
tion of retained earnings both as to present 
investment in assets and future uses can 
be most illuminating, John A. Beckett has 
suggested subdividing this item into its 
constituent parts. He contends that re- 
tained earnings can be subjected to critical 
analysis for the benefit of management and 
other interested parties by indicating the 
reasons for a retention of undistributed 
earnings.’ In cases involving an alleged 
unreasonable accumulation of earnings, 
the value of this type of analysis can be 
appreciated. 

The following sections, therefore, are 
devoted to (1) a discussion of the major 
reasons for retaining earnings, (2) a pres- 
entation of these reasons in the manner 
suggested by Beckett, and (3) an evalua- 
tion of these reasons in view of the require- 
ments of the Internal Revenue Code. 
Fortunately it is possible to draw upon 
cases under the 1939 code, since in general 
the same arguments may be used (in com- 
batting the application of Section 533 of 
the 1954 Code) as were used under old 
Section 102. 


REASONS FOR RETAINING EARNINGS 
Contingencies 


The saying that nothing is as certain as 
uncertainty applies to corporations as well 
as individuals. Consequently, corporations 
retain a portion of their funds to counter- 
act the effect of events which, presumably, 
will have an unfavorable reaction on their 
financial position. Any such amount 


4 American Institute of Accountants, Accounting 
Terminology Bulletin No. 1, p. 27. 

5 John A. Beckett, “Can Earned Surplus be Inter- 
preted, Analyzed and Presented Logically?” The Con- 
troller, March 1950, p. 107. 
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created out of retained earnings is fre- 
quently labeled, ‘Contingency Reserve.” 
What are some of these contingencies? 


War conditions 


A ship brokerage company had accumu- 
lated earnings which were large in com- 
parison to the size of its capital and had a 
reserve of approximately $50,000. This re- 
serve was established to meet business 
adversities which were expected to ma- 
terialize following the dislocation of the 
shipping industry as a result of the out- 
break of the war. The propriety of such 
action was approved, and application of 
tax under Section 102 was not sustained 
by the court.® 


Litigation losses 


This was illustrated in the Atwater case, 
where the taxpayer accumulated large 
sums of cash, pending litigation of a large 
judgment which might be affirmed by the 
Court of Appeals of New York. 


Price declines 

Expected decline in the price of inven- 
tories is another situation where ear-mark- 
ing a portion of earnings may be proper. 
This is above and beyond the conservative 
policy of valuing inventories at cost or 
market, whichever is lower. 


Adjustments within an industry 


Along with the usual type of contin- 
gency, it would seem that a corporation 
would not be remiss to consider factors 
which result in adjustments within an in- 
dustry. 

A coal company, realizing the trend 
away from using this natural resource for 
heating and power might not be out of 
order in appropriating a portion of its 
earnings for “Adjustments Within the 
Industry.” 


6 Dieize & Company, Inc. v. Commissioner of Internal 
Revenue, 1 T.C.M. 93 (1942). 
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Accomplished expansion—plant and equip. 
ment 


In 1954, the new investment in plant 
and equipment by corporations in the 
United States totaled 28 billions of dollars, 
19 of which were provided by retained 
earnings and the remaining 9 billions 
originating from the issuance of new se- 
curities.’? This involves the conversion of 
working capital assets into brick, stone 
and steel and requires a calculation of the 
investment in working capital and long 
life assets both before and after the change. 
To illustrate, this may be indicated by 
marking the amount, ‘“Appropriated for 
Accomplished Expansion.”* The accept- 
ability of such a presentation in cases of 
retained earnings may be judged from the 
court’s comment in the Steele’s Mills case 
of 1943, when it said: 

There has been no substantial increase in the 
quick assets of the plaintiff corporation since the 
year 1923. The increase in its [retained earnings] 

. . is reflected almost entirely in investments in 
fixed assets.® 


Resorting to retained income to finance 
plant expansion is not limited to large 
corporations. In fact, the smaller com- 
panies are more dependent on this source 
for capital funds than their larger com- 
petitors, since they do not have the same 
access to the capital market through the 
issuance of new stock and the flotation of 
bond issues. 


The experience of a valve manufacturer | 
near Buffalo is perhaps typical of the situ- | 


ation existing in a growing small concern. 
This company has assets of $600,000 after 
three and one-half years’ operations al- 


though the original investment was only § 


$6,400 and no further capital has been 


7 Ralph Demmler, Chairman of Securities and Ex- 
change Commission, in a speech at University of Buf- 
falo Symposium on January 7, 1955. 


* Robnett, Hill and Beckett, Accounting—A Manage © 


ment Approach (Chicago, 1951), p. 493. 
® Steele’s Mills 
paragraph 9397. 


v. Robertson, (D.C.) 43-1 USTC | 
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contributed by the owners.° This growth 
through retention of earnings, coupled 
with a limited distribution of stock, could 
give rise to questions regarding unreason- 
able accumulation of profits, if it were not 
for the fact that earnings have been re- 
invested in accomplished expansion—a 
perfectly legitimate business need. 


Accomplished expansion—working capital 
requirements 


Frequently a retention of earnings is 
reflected by an increase in working capital, 
which is needed for normal business opera- 
tions. As these operations expand, funds 
must be provided to purchase inventory, 
finance receivables, and in general carry 
on a larger business than previously. 

Looking at the problem as a tax coun- 
selor, J. S. Seidman makes this statement: 

Another avenue of approach is to determine 
the total amount of operating expenses of the 
company—the fixed irreducible amount that the 
company must pay to keep its doors open, good 
business or bad. It has already been held by the 
Tax Court that a company is justified in retaining 
a surplus equal to at least one year’s operating 
expenses, and maybe more.” 


Another need for increased working 
capital has been introduced by the new 
provision that requires corporations to pay 
their tax in two installments; 50 per cent 
at the time of filing their Federal Income 
Tax return, and 50 per cent three months 
later. Commenting on the effect of tax 
installment acceleration, one writer sum- 
marizes the problem: 

Therefore, if the working capital funds of a 
business were just adequate in prior years for 
normal producing activities, ceteris paribus in the 
future additional free capital must be provided 
from other sources." 


1” Buffalo Evening News, January 22, 1955, re. Moog 
Valve Company of East Aurora, New York. 

1 J. S. Seidman, “What To Do About Section 102,” 
- York Certified Public Accountant, January 1953, p. 


® Colin Park, “Corporate Liquidity and Income 
aa Illinois Certified Public Accountant, December, 
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What better defense can be offered against 
the imposition of the tax on accumulated 
earnings than to quote another Section of 
the Internal Revenue Code, which makes 
it mandatory that corporations conserve 
working capital in order to meet their 
tax obligations in a timely manner. 


Future expansion—plant and equipment 


A variation of the same theme present 
in accomplished expansion occurs when 
earnings are committed to anticipated ex- 
pansion, which may be titled, “Appro- 
priated for Future Expansion.” In one 
instance, cash was needed to build new 
supermarkets after the war and retention 
of earnings for such expansion was ac- 
cepted as a proper business purpose." 

The effect of serving only one customer, 
a situation prevalent in many small firms, 
was related to future plant expansion in 
the L. R. Teeple case. The facts disclosed 
that the taxpayer in reality served but 
one customer and was faced with the 
immediate future necessity of opening a 
new plant in an eastern state in order to 
serve that customer better. Since reten- 
tion was related to business needs, the 
corporate taxpayer was not subject to the 
tax on improper accumulation, although it 
retained earnings in excess of $456,000." 

Objection has been raised by the Com- 
missioner to financing comtemplated ex- 
pansion out of accumulated earnings, 
rather than resorting to borrowings. Per- 
haps the best illustration is the General 
Smelting Company which did not distribute 
any of its earnings in 1939 and 1940, but 
retained them to finance its modernization 
program and an increased volume of busi- 
ness. In answering the respondent (the 
Commissioner), the court said: 


But we do not understand that Section 102 of the 
Internal Revenue Code and the regulations 


13 A, H. Phillips, Inc. v. Commissioner of Internal 
Revenue, 10 T.C.M. 1007 (1951). 
4 47 B.T.A. 270 (1942). 
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promulgated thereunder prevent a taxpayer cor- 
poration from making a reasonable accumulation 
of its earnings to finance expansion and moderni- 
zation programs out of its own funds rather than 
resort to borrowing for that purpose.% 


After reviewing the various cases in- 
volving an accumulation of earnings, 
Mertens concludes that there is little to 
fear if the company is retaining assets to 
invest in additional plant or equipment.” 

The representatives of the taxing agency 
enjoy the benefit of hindsight, because of 
the time lag between filing a return and 
review. Therefore those responsible for 
corporate policy should assure the exist- 
ence of a definite plan to expand facilities. 
If this plan is bona fide and the expansion 
is to be financed from internal sources, a 
fact noted on the financial statement by 
the segregation, “Earnings Appropriated 
for Future Expansion,” the Internal 
Revenue Service will face a difficult task 
in proving that an unreasonable accumu- 
lation exists. 


Future expansion—working capital require- 
ments 


A need for increased working capital, 
expected as a part of future expansion, 
may be recognized as a logical reason for 
accumulating earnings. An authority on 
finance explains the implications in such a 
situation: 

As the volume of business expands, the demand 
for working capita] increases—not only because a 
relatively larger working capital is necessary to 
keep up credit, but also because actual cash out- 
lay is likely to exceed cash income, the excess 
being represented by fewer liquid accounts re- 
ceivable.!” 


The soundness of Mr. Gerstenberg’s re- 
marks has been demonstrated in several 
cases where firms retained earnings in 
expectation of an increase in business with 
TC. 313 (1944). 

6 Mertens, op. cit., p. 368. 

11 Charles W. Gerstenberg, Financial Organisation 


and Management of Business (New York: Prentice- 
Hall, Inc., 1939), p. 458. 
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a resultant need for more working capital, 
In one situation, a corporation retained 
earnings in working capital form to estab. 
lish branch stores. This was accepted as g 
reasonable cause for accumulating eam. 
ings.’* Another involved a shipping com. 
pany, where the evidence disclosed that a 
strong financial position was essential be. 
cause the corporation was strengthening 
its position in the hope of operating ships 
for the U. S. Maritime Commission."* Con- 
sequently, if a firm is retaining earnings to 
meet the anticipated need for more work- 
ing capital, there exists a proper reason 
under the 1954 Code for not distributing 
dividends. 


Maintenance of plant capacity 


Another major reason for retaining 
earnings is to provide funds to replace 
equipment and facilities that wear out. 
The normal problem of replacement is 
accentuated when a decline in the pur 
chasing power of the dollar takes place. 
This problem was recognized by the Tax 
Court in a case involving a corporation 
which retained funds to replace equip- 
ment. 

. in recent years the cost of the machinery 
necessary to replace many of the machines used in 
the plaintiff’s mills has been greatly in excess of 
the original cost of the machines so replaced, and 
that it is necessary for the plaintiff, in order to re- 
place its worn out or outmoded machinery to use 
part of its earnings in addition to the funds set 
aside to cover depreciation.”° 


The courts in practical situations have 
taken cognizance of the impact of rising 
prices on corporate funds, and are applying 
the economist’s measure of real income in 
preference to the less flexible concept used 
by the accountants. 


18 J. L. Goodman Furniture Co. v. Commissioner of 
Internal Revenue, 11 T.C. 530 (1948). 

19 Plant Shipping Co., Inc. v. Commissioner of Inter- 
nal Revenue, B.T.A. Memo, April 11, 1942, Docket No. 
108344. 

%® Steele’s Mills v. Robertson, (D.C.) 43-1 USTC para- 
graph 9397. 
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Special reserves 


In addition to the six major reasons for 
retaining profits as enumerated, there are 
many other legitimate needs for such ac- 
tion, a few of which are listed below: 

(a) War losses on inventories and 

plants. 
b) Repair and maintenance deferred. 

(c) Decline in useful value of excessive 

plant capacity. 

(d) Future expense in revision of manu- 

facturing program. 

(e) Rehabilitation of foreign business. 

(f) Future research and development 

expense. 

(g) Replacement of depleted normal in- 

ventories. 

This list could be expanded consider- 
ably, for in each particular company there 
may be circumstances which justify a re- 
tention of earnings for one reason or an- 
other. The policy of the Internal Revenue 
Service has been to recognize reasons like 
these as legitimate causes for accumulating 
earnings. There would seem to be no rea- 
son to fear that this interpretation will be 
altered under the 1954 Internal Revenue 
Code. 

As a result of a complete analysis of 
retained earnings, the account might ap- 
pear as follows: 


Retained Earnings: 
Appropriated for Contingencies........ XXXXX 
Appropriated for Accomplished Expan- 
XXXXX 
Appropriated for Future Expansion.... XXXXX 
— for Maintenance of Plant 
XXXXX 
Appropriated for Research and Develop- 


Beckett summarizes the advantages of 
such a presentation: 


. . it appears that the division of net worth into 
functional parts can provide, for both internal and 
external audiences, a degree of insight which pro- 
motes a clear understanding of the amounts of 
capital which are pledged to various business pur- 


poses. 
It is clearly an effort to define the present 


status of a business in terms of its past accom- 
plishments and future plans.” 

Since the subdivision of retained earn- 
ings will reflect both past accomplishments 
and future plans, it is doubtful if in many 
cases the unappropriated balance will be 
large enough to warrant questioning by the 
Tax Department under the accumulated 
earnings tax provisions. This assumes, of 
course, that the corporation presents sub- 
stantial and acceptable evidence of serious 
intent to support its functional breakdown 
of retained earnings. 


41 Robnett, Hill and Beckett, op. cit., pp. 497-498. 


MACROACCOUNTING AND SOME OF ITS 


BASIC PROBLEMS 


Ss. C. Yu 
Assistant Professor, Idaho State College 


NEW branch of accounting has be- 
A come increasingly important in the 

past three decades. It is macro- 
accounting or the application of account- 
ing to the analysis of economic activities 
of the economy as a whole. 

It is not the major purpose of this paper 
to present theoretical and technical as- 
pects of this new area of accounting. 
Rather, it is intended to reexamine the 
scope of accounting and to present a 
general study of the structure of this new 
field. Specifically, the paper will deal with 
the following points: (1) the need for a new 
term to convey most comprehensively the 
nature and meaning of this new area; (2) 
the scope of this new branch of accounting; 
(3) some of the basic problems inherent in 
this new field; and (4) the need for ex- 
pansion of accounting departments in 
universities and colleges. 


THE MEANING OF MACROACCOUNTING 


Accounting is traditionally defined as 
the art of classifying, recording, summariz- 
ing, and interpreting business transactions 
of individual firms or organizations.' Since 
the development of the application of 
accounting to economic analysis, it seems 
desirable to divide accounting into two 
major categories: (1) accounting for in- 
dividual enterprises and institutions and 
(2) accounting for a community, a region, 
an economy, or the world as a whole. The 
former may be called “‘microaccounting,” 
and the latter, “macroaccounting.” Ac- 
cordingly, the term “accounting” may be 
regarded as a generic one. It is a matter of 

1 For a more satisfying definition of accounting, see 


Accounting Research Bulletin No. 9, American Institute 
of Accountants, May, 1941, p. 67. 


264 


fact that the term accounting now is no 
longer applicable only to enterprise ac- 
counting. 

Although the application of accounting 
to the study of aggregates of economic 
activities is now no longer an entirely new 
approach, so far no definite statement in 
regard te the scope and the position of 
macroaccounting has been made by ac- 
countants.? It seems also true that the 
concept of macroaccounting is much 
broader than the one currently applied in 
economic analysis. Moreover, many ac- 
countants today are still under the im- 
pression that the application of accounting 
to the study of economic activities of an 
economy as a whole is largely the job of 
economists. 

Several terms, such as social accounting, 
economic accounting, and national ac- 
counting, are used by accountants and 
economists in referring to accounting used 
in analyzing national wealth and income. 
None of these terms seems to convey 
clearly the meaning and the scope of this 
new branch of accounting. The two terms, 
social accounting and economic account- 
ing, are used interchangeably in many 
cases. The writer is under the impression 
that the term social accounting implies 
the employment of accounting in an eco- 
nomic sense, for economics isa social study 
and an economist generally has a social 
point of view. Strictly speaking, the term 
economic accounting suggests the ap- 

2 A relatively comprehensive book under the title 
of Economic Accounting by John P. Powelson was pub- 
lished in 1955 (McGraw-Hill Book Company, Inc., 
New York). This book covers four branches of macro 
accounting: national income, input-output tables, bal- 
ance of payments, and flow of funds accounts. See also 


his “Social Accounting,”? THE AccounTING REVIEW, 
October, 1955. 
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proach of analyzing national wealth and 
income purely from an economic point of 
view with a combination of accounting 
techniques in order to meet the require- 
ments of economic theory. It differs from 
the currently used methods which are 
based largely upon the concepts and pro- 
cedures of conventional accounting. The 
former approach has been called “national 
economic accounting,” and the latter 
“national business accounting.”* As for the 
term national accounting, it may give the 
impression of confining the study within a 
nation’s political boundaries. 

The new term macroaccounting differ- 
entiates not only accounting for individual 
organizations from accounting for a region 
or an economy at large, but also denotes 
specifically the employment of account- 
ing in the field of macroeconomics.‘ It is 
not easy to define this new term because it 
covers a vast area that is still expanding. 
Basically, it is one of the methods to de- 
scribe the structure of the economy. Tenta- 
tively, we may consider macroaccounting 
as a branch of accounting which classifies, 
records, summarizes, and, to some extent, 
interprets the results of economic and pro- 
ductive activities of a community, a re- 
gion, an economy, or the world as a whole. 
Accordingly, macroaccounting deals with 
aggregates of individual accounting units. 
It has its focus on the total quantities of 
economic activities or transactions of dif- 
frent groups in a society or the world. 


THE AREA OF MACROACCOUNTING 


As pointed out earlier, the area of 
macroaccounting is still growing. In this 
paper only the following major phases of 
macroaccounting will be considered: 


_ ' Fora brief disucssion on national business account- 
ing and national economic accounting see National 
Bureau of Economic Research, Conference on Research in 
Income and Wealth, New York, 1950, Vol. 12, pp. 26-34. 

* Accounting has also been used in studying the 
theory of the firm, which obviously falls into the field 
of microeconomics. 

* For a comprehensive study on items 2, 3, 4, and 5, 
see Powelson’s Economic Accounting, op. cit.; also see 
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. National balance sheet® 

. National income accounts 

. Input-output system 

. Flow of funds accounts 

. Balance of payments 

. Perpetual inventory system 


National income accounting is well 
established and widely practiced. In the 
United States the data are published 
periodically by the Department of Com- 
merce. Under the present system national 
income accounts cover four major sectors: 
business, consumers, government, and rest 
of the world. Specifically, the national 
income system contains six major ac- 
counts: national income and product, 
consolidated business income and product, 
personal income and expenditure, con- 
solidated government receipts and expen- 
ditures, rest of the world, and gross savings 
and investment.’ Like other branches of 
macroaccounting, the construction of 
national income accounts is basically an 
employment of double-entry accounting. 
It uses the same debit and credit rules as 
those in the income statement under mi- 
croaccounting except that the gross savings 
and investment account is governed by 
balance sheet rules. Everything in the 
accounts must involve a debit in one ac- 
count and a credit in another. It may be 


Richard Ruggles, Aw Introduction to National Income 
and Income Analysis, McGraw-Hill, New York, 1949, 
for items 2 and 3, and U. S. Department of Commerce, 
National Income Sup to the Survey of Current 
Business, 1951, for item 2. Other references that may be 
cited here include: National Bureau of Economic Re- 
search, Studies in Income and Wealth, Input-Output 
Analysis, 1955, Princeton University Press, Princeton, 
New Jersey, Vol. 18; Morris A. Copeland, A Study of 
Moneyflows in the United States, National Bureau of 
Economic Research, New York, 1952; Wassily Leontif, 
The Structure of the American Economy, 1919-1939, 
Oxford, 1951: International Monetary Fund, Balance of 
Payments Manual, Washington, 1950; and United 
States Department of Commerce, Balance of Payments 
Su “ry to the Survey of Current Business, Washing- 
ton, 1952. 

6 National balance sheet will be discussed after bal- 
ance of payments since it has not yet been practically 
established. 

7U.£S. Department of Commerce, National Income 
Supplement to the Survey of Current Business, Washing- 
ton, July, 1947, pp. 2-6. 
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mentioned here that the national income 
system is fundamentally a consolidated 
statement of income of the economy. The 
gross savings and investment account is 
actually a partial national balance sheet 
showing only current balance sheet 
changes. 

The input-output system shows the 
inter-industry relations at a production 
level. In an accounting sense, input means 
debit and output means credit. The debit 
and credit rules of both balance sheet and 
income statement are followed in the 
input-output system. The input-output 
table is organized by rows and columns. 
Each sector or industry of the economy 
has one row and one column. The row 
shows the total amount of output pro- 
duced and sold to other sectors and in- 
dustries. By the same token, the column 
of an industry or a sector shows the total 
amount of goods and services purchased 
from other industries and sectors. Essen- 
tially, the table reflects the flows of goods 
and services among industries for specified 
periods of time. 

In a sense, the input-output system is an 
elaboration of the national income and 
product accounts. However, in the input- 
output table nothing is omitted or con- 
solidated. The row and column for each 
industry or sector reveal the total trans- 
actions of that industry or sector with 
other industries and sectors of the econ- 
omy. Therefore, the input-output system 
shows the interrelationships between in- 
dustries. One of the major characteristics 
of the input-output system is the to-whom 
from-whom identification of transactions. 
This type of identification can, of course, 
also be made in the national income ac- 
counts, but it is not necessary.® 

The flow of funds or moneyflows system 
is essentially the application of the tech- 


8 The major purpose of the national income account 
is to show the aggregate result of economic and produc- 
tive activities of the economy for a given period of time. 
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niques used in preparing the statement of 
application of funds in microaccounting, 
except it does not deal particularly with 
changes in working capital. So far as 
double-entry accounting is concerned, it 
applies both balance sheet and income 
statement rules.® The moneyflows accounts 
record all transactions involving the use of 
money and credit. It should be noted here 
that under this system, as contrasted to 
the national income accounts and the 
input-output table, internal and “‘in kind” 
transactions are not recorded. It is simply 
a system or device to measure the gross 
market-price exchanges. Also, under the 
system every transaction is recorded twice 
for each party. This is why some econo- 
mists have called it quadruple-entry ac. 
counting.’ Unlike the national income and 
input-output accounts, the flow of funds 
system is generally not on an accrual basis, 
Transactions are classified into financial 
and nonfinancial categories. Purely non- 
financial transactions such as barter are 
not included. In general, it is not possible 
to identify the transactions on a to-whom 
from-whom basis except in some of the 
nonfinancial transaction categories. 

The balance of payments is another 
branch of macroaccounting. Basically, it 
is an elaboration of the rest-of-the-world 
account of the national income system 
with further details. The balance of pay- 
ments records all transactions between res- 
idents of one country and outsiders 
(foreigners). It is a consolidated statement 
of individual accounts in foreign trade. 
In recent years, especially since World War 
II, the balance of payments has become 
an important device to analyze interna- 
tional trade and world economy. It is 


* For example, under the flow of funds system both a 
balance sheet and income statement rules are used for © 
nonfinancia] transactions; in financial transactions only | 


balance sheet rules are used. 


© In fact, the distinction between double-entry a FF 
counting and quadruple-entry accounting is unnecessaly | 
for it does not affect the true meaning of double-entry § 


accounting. 
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also very useful in analyzing a nation’s 
internal economic problems when foreign 
trade has a great impact upon its domestic 
economic activities. So far as double-entry 
accounting is concerned, the balance of 
payments employs both balance sheet and 
income statement debit and credit rules. 

All of the four branches of macroac- 
counting described above are fairly well 
developed, although moneyflows and in- 
put-output systems are still in the experi- 
mental stage." There remains an impor- 
tant phase of macroaccounting which has 
not been fully explored, namely, the na- 
tional balance sheet. It may seem strange 
that the development of such a vital, 
indispensable statement in macroaccount- 
ing should lag behind. Although some 
theoretical and preliminary work has been 
done by some economists,’ much remains 
to be accomplished before a national 
balance sheet can be practically estab- 
lished. 

Many economists have stressed the dif- 
ficulty of preparing a national balance 
sheet and the limited usefulness of such a 
statement. While the difficulty of con- 
structing the first national balance sheet 
must be recognized, this does not neces- 
sarily mean that such problems cannot be 
overcome. One will recall that the same 
difficulty existed in the early stage of 
establishing the national income accounts. 
After about three decades, we have today 
a more or less satisfactory system of 
national income accounts, To be sure, to 


" At the time when this paper was completed an eco- 
nomic research organization and a New York invest- 
ment firm had started to put input-output analysis into 
operation in the business world. See “Input-output Goes 
cel,” Business Week, August 4, 1956, pp. 45- 


® See F. G. Dickinson and Franzy Eakin, “A Bal- 
ance sheet of the Nation’s Economy,” University of 
Illinois, Bureau of Business Research, Bulletin 54, 1936; 
J. R. Hicks, The Social Framework, Oxford University 
Press, 1942, especially chapter 10; National Bureau of 
Economic Research, Vol. 12, op. cit.; C. R. Noyes, “A 
Consolidated Balance Sheet for a Democracy,” Journal 
of Accountancy, February, 1947. This is of course not a 
complete list, 
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prepare the first national balance sheet 
may be slightly more difficult than to 
establish the national income system. But 
this should not prevent us from proceeding 
toward the construction of the national 
position statement. As a matter of fact, 
some promising work has been done by the 
National Bureau of Economic Research.” 
It seems that technical difficulties alone 
cannot explain the tardiness of the devel- 
opment of a national balance sheet. Per- 
haps the explanation lies in economists’ 
lack of interest in the matter. Economists 
are generally interested in current produc- 
tion, consumption, investment, savings, 
and the effects of these elements upon the 
level of employment and distribution of 
income. Accordingly, the current national 
income accounts, including the partial 
balance sheet (savings and investment ac- 
count), seem to be adequate in analyzing 
current economic problems of the econ- 
omy. Only occasionally do we find some 
economists who recognize the importance 
of the balance sheet. For instance, Profes- 
sor Kenneth E, Boulding is one economist 
who stresses the usefulness of the balance 
sheet approach in economic analysis." 
Needless to say, a national balance 
sheet is urgently needed because the use- 
fulness of the income statement cannot be 
fully explored without the balance sheet. 
Furthermore, if the work of integrating all 
of the various branches of macroaccount- 
ing is to be achieved eventually, the two 
statements should be considered as the 
backbone of the whole system. Moreover, 
if the measurement of the efficiency of the 
economy is considered as one of the func- 
tions of macroaccounting, the income 
statement alone cannot accomplish the job. 
In addition to the five branches of mac- 
roaccounting just discussed, a system of 


18 National Bureau of Economic Research, op. cit., 
Vol. 12. 

% Kenneth E. Boulding, A Reconstruction of Eco- 
nomics, John Wiley & Sons, Inc., 1950. 
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perpetual inventory accounts may be 
developed. The inventory accounts would 
serve to indicate currently the levels of 
production and consumption of the econ- 
omy. In other words, these would show 
volumes of materials, unfinished goods, 
and finished goods at a particular date and 
the trend of production and consumption. 
Unfilled contracts and orders might also 
be included. If all worked well, a perpetual 
inventory system would serve as a barom- 
eter for the economy. 


SOME BASIC PROBLEMS OF MACRO- 
ACCOUNTING 


As pointed out earlier, macroaccounting 
may be approached in two ways: one is 
based upon conventional accounting con- 
cepts and principles, i.e., business macro- 
accounting; the other is based upon eco- 
nomic theory with a combination of double- 
entry techniques, i.e., economic macro- 
accounting. If the latter is preferable, then 
some drastic changes in concepts and 
procedures are inevitable. All such ele- 
ments as marginal cost, marginal revenue, 
opportunity costs, optimum allocation of 
resources, income expectations, uncom- 
pensated costs and benefits and similar 
imputations, etc., will come into the pic- 
ture. At present not much progress under 
this approach has been made. 

The principles, standards, and proce- 
dures of business macroaccounting, which 
we shall simply call macroaccounting here, 
need not necessarily deviate from those of 
microaccounting, although some modifica- 
tions and additions are required. The con- 
cepts and principles of conventional ac- 
counting have long been criticized by 
economists. It is obvious that many of the 
conventional accounting concepts and 
principles are unsatisfactory from an 
economic point of view. It may be pointed 
out here that accounting principles are 
formed by accountants not solely upon 
soundness but mainly for the sake of 


expediency and convenience in practical 
work. There are no such things as universal 
laws in accounting. 

Since macroaccounting today is still jp 
its infancy, it can be anticipated that a set 
of basic principles, standards, and proce. 
dures will be developed through time. This 
can be done either by modifying or by 
adding new elements to microaccounting 
principles and standards. The work, of 
course, cannot be done overnight. It needs 
practical tests, i.e., to test validity and 
acceptability in practice. 


Since macroaccounting deals with a Ff ‘ 


community or an economy as a whole, 
there are a number of problems which are 
either conceptually or technically different 
from those in microaccounting. It is im- 
possible to prepare a complete list of the 
problems, but some of the basic ones can be f 
briefly discussed. They are: (1) the na- 
tional income concept, (2) valuation, (3) 


the need for integrating accounting meth- f . 


ods used in the various branches of macro- F 
accounting, (4) imputation, and (5) the [ 


problems of classifying and estimating § . 


national assets. 

The magnitude of the income concept f 
under the national income system in some [ 
aspects is larger than that under micro § 
accounting and in other aspects is smaller. § 
In other words, in determining income 


there are items which are included in @. 


national income but excluded under con- 
ventional accounting. On the other hand, 
there are items which are recognized in 
conventional accounting but ignored under 
national income accounting. At the pres 


ent time, the coverage of national income § . 


is still somewhat indefinite, as there are 
unsettled items, mostly imputed ones. In 
microaccounting accountants consider it 


1% As George O. May says, “. . . in these fields (a 
counting and business law) there are no principles in the 
more fundamental sense of that word, on which we cat 
build; and the distinction between laws, rules, standards, 
and conventions lie not in their nature but in the kinda 
sanctions by which they areenforced.” Financial Account 
ing. The Macmillan Company, New York, 1943, p. 4. 
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vital to distinguish between realized in- 
come and unrealized income. It is the 
actual market transactions that determine 
the scale of revenue, i.e., sales of goods and 
services, gains or losses on sale of assets, 
and financial income. But in macroac- 
counting, so far as national income and 
product and input-output systems are 
concerned, attention is focused on the 
actual volume of production of the econ- 
omy during a given period of time. This is 
| tue because, when viewing the economy 
| asa whole, the actual volume of goods 
| and services transacted in the market 
; alone is not enough to measure the econom- 
| ic activities of the members of the so- 
| ciety. Furthermore, the national income 
' accounts record certain items of goods and 
services which are produced and consumed 
but never reach the market. They are im- 
puted transactions that are not recognized 
in microaccounting. On the other hand, 
there are transactions that are recognized 
in microaccounting but not in macroac- 
counting, for example, gains or losses on 
sale of assets between business firms with- 
in the economy. Moreover, national prod- 
uct is expressed in terms of market value. 
Accordingly, unsold goods or inventories 
on hand are adjusted to current market 
value. This is seldom done in microac- 
counting. 

There is also the problem of valuation 
in macroaccounting. In microaccounting, 
unless circumstances justify, accountants 
generally incline to the cost method. One 
of the assumptions of conventional ac- 
counting is that a firm is viewed as a going 
) concern. Continuity of business activities 


» is conceived as the normal expectation; 
§ liquidation is something else. Also, in 
microaccounting the cost method is gen- 
erally accepted as the most reliable one in 
the process of matching current revenues 
with costs. It seems that the cost method 
should be equally efficient in macroac- 
counting for the purposes of reliability 
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and comparability if we view an economy 
also as a going concern. 

However, in the various branches of 
macroaccounting, current market prices 
are generally employed. In practice, the 
national income accounts employ both 
cost and market. For example, inventories 
are adjusted to reflect changes in market 
prices while depreciation charges are based 
on original costs of assets, although the 
Department of Commerce has indicated 
that revaluation of depreciation charges 
for changes in the replacement value of 
capital goods would be desirable on con- 
ceptual grounds.”® 

Cost may be considered as recorded 
values which do not reflect changes in 
values. For economic analysis, the cost 
method indeed provides little. However, 
the employment of market prices is also 
subject to controversy. To begin with, 
price may be considered as value expressed 
in terms of money. The point is that 
money itself changes in value. To state 
that market prices reflect changes in values 
is indeed not entirely satisfactory. Further- 
more, it is questionable whether current 
prices are useful to show values of assets 
in the long run. For instance, the values of 
some resources priced at current prices 
may be too low if we take future needs into 
consideration. When we view an economy 
as a whole, the long-run point of view 
becomes particularly significant. More- 
over, to claim that price indexes can be 
utilized to adjust price changes over time 
is far from satisfactory, because it is dif- 
ficult to construct appropriate price in- 
dexes and to interpret them.” 


16 U. S. Department of Commerce, National Income, 
op. cit., p. 11. 

‘ 17 Wilson L. Farman, “Some Basic Assumptions 
Underlying Social Accounting,” THe ACCOUNTING RE- 
VIEW, January, 1951, pp. 36-37; Richard Stone, “Defi- 
nition and Measurement of the National Income and 
Related Totals,” Measurement of National Income and 
the Construction of Social Accounts, Studies and Reports 
on Statistical Methods, No. 7, United Nations, 1947, 


p. 94. 
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Although it is not the primary concern 
of this paper to explore the economic mac- 
roaccounting approach, one point may be 
briefly brought out in connection with the 
problem of valuation. In _ economics, 
futurity in respect to the concepts of in- 
come measurement and asset valuations 
plays an important role. To an economist, 
net income and value of assets are pri- 
marily measured from future expectations. 
It follows that assets may be valued in 
terms of expected earnings. Stated in 
another way, the value of an asset may be 
computed by discounting expected in- 
comes in the future, i.e., the present value 
of future receipts.’* Accordingly, the 
national balance sheet under the economic 
approach would be derived from aggre- 
gates of future earnings of existing assets. 

Since economic macroaccounting is still 
in the early stage of development, it is not 
easy to evaluate. One can only say that 
the statements prepared under the econom- 
ic approach would be at best only rough 
estimates. Should economic macroaccount- 
ing be eventually developed, it seems un- 
likely that it would replace business macro- 
accounting. Rather, it would be used as a 
different set of figures for purely economic 
analysis. 

Even under business macroaccounting, 
the problem of valuation in the balance 
sheet becomes much more complicated 
than in the case of national income ac- 
counts. Now, at the risk of oversimplica- 
tion, for the preparation of the first na- 
tional balance sheet it would seem to be a 
convenient practice to value the existing 
assets at market price, cost, replacement 
costs, reproduction costs, or by appraisals, 
depending upon the items involved; and 
thereafter changes might be made when 
circumstances justined. It would be in- 
conceivable to have a complete adjust- 


18 This concept is actually like the one used in deter- 
mining the present value of an annuity in microac- 
counting. 
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ment of all asset values and allowancy 
for depreciation periodically. 

Another problem in macroaccounting jn. 
volves the different methods used in the 
various branches. The development oj 
macroaccounting has not been a systematic 
one. The various systems under macro. 
accounting have largely been designed and 
expanded independently. The lack of ade. 
quate devices of communication and trans. 
lation among them is indeed a major 
handicap in further development of macro- 
accounting and in utilization of the data 
prepared under it. For example, a com 
parison of accounting methods used in the 
national income accounts and the input- 
output system with those used in the flow 
of funds system will reveal the differences. 
Economists have encountered the prob- 
lems of translating the data from one 
system into another, or vice versa, eg, 
from moneyflows accounts to, say, na 
tional income accounts. 

It is apparent that one of the major 
tasks in developing macroaccounting is to 
integrate the methods used in this field 
The basic work involved is to design a 
uniform system to classify and _ record 
accounts and transactions. In other words, 
the principles of consistency and compara 
bility should be applied to the entire field 
of macroaccounting. Unless this is done} 
the usefulness of the data recorded under 
macroaccounting will be limited, no malls 
how accurate the records are. 

Next we have the problem of imputed! 
transactions in macroaccounting. Nor? 
mally, we do not have this problem inf} 
microaccounting. When viewing a com!) 
munity or an economy as a whole, tht) 
imputed items are relatively important) 
especially in the national income accounts) 
the balance sheet, and the input-outpulf 
system; the moneyflows system in genera F 
does not have this type of transactions } 
Currently, the national income accounts 
include such imputat? ons as rent on owner 
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occupied dwellings, food and fuel produced 
and consumed on farms, wages and salaries 
paid in kind, and nonmonetary income and 
product flows arising in connection with 
financial intermediaries.’* Of course there 
are many other types of imputations. A 
typical example is the services of house- 
wives. Even the estimates for the items 
included in the current national income 
accounts are somewhat far from accurate.”° 

We shall probably face the same prob- 
lem in preparing a national balance sheet. 
Many imputed items must be considered, 
such as educational system, human capital, 
state of technology, stream regulation, 
highways, bridges, geographical configura- 
tion, climate, and so on. The fact that most 
of these items are nontransferable and 
that some of them are free goods is irrele- 
vant when viewing an economy as a whole. 
At present most of the imputations cannot 
be computed or estimated in terms of 
monetary value. From an accounting 
point of view, it seems to be an expedient 
policy to exclude all such imputed items 
that cannot be estimated accurately until 
the time comes when some reliable meth- 
ods are available. The problem of im- 
putations will become a major issue in 
the economic approach. 

Finally, there is the problem of classify- 
ing and estimating national assets. In ac- 
quiring the required data for preparing a 
national balance sheet, one must first 
decide what types of assets should be in- 
cluded. The next step is to determine what 
valuation bases should be used. 

When we come to the preparation of a 
national balance sheet, all national assets 
and liabilities should be accounted for. 
There will be little trouble in arranging 
liability items, for most of them will be 


U.S. Department of Commerce, National Income, 
op. cit., 1951, p. 23. 

* See Wilson L. Farman, op. cit., pp. 34-35; also 
Gilbert P. Maynard, “‘Modifications of Accounting Data 
in National Income Estimation,” THE ACCOUNTING 
Review, April, 1953, pp. 203-20. 
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eliminated, except the amount owed to 
outsiders. The consolidation of assets de- 
rived from the data available in business 
firms, households, governments, and rest 
of the world is not enough by itself because 
there are items which do not appear on 
the books of the above groups. When tak- 
ing a physical inventory of national wealth, 
technical difficulties will probably dictate 
the exclusion of some of the items from 
the balance sheet. Therefore, decision on 
the items to be left out is the first problem 
that must be considered. 

In evaluating national assets, one en- 
counters another even more difficult prob- 
lem. In addition to the problem of valua- 
tion basis discussed before, there are items 
which either have never been transacted 
in the market, do not have market values, 
or simply have never been recorded. These 
items should be carefully classified into 
several groups and then a proper valuation 
basis can be selected for each group. 


NEED FOR EXPLANSION OF ACCOUNTING 
DEPARTMENT 


Despite the rapid development of mac- 
roaccounting today, the author can think 
of no accounting department of any uni- 
versity in the United States that offers a 
course on this subject. Some of the macro- 
accounting subjects, such as national in- 
come accounts, input-output system, bal- 
ance of payments and moneyflows, are 
included in some economics courses. It 
seems that the methods and procedures of 
macroaccounting should be taught by ac- 
countants. To offer macroaccounting 
courses in accounting departments will 
mean not only additional service to stu- 
dents of economics but also broadening of 
training for majors in accounting. How to 
utilize and analyze the data derived from 
macroaccounting in economic study is, of 
course, a task of instructors in economics. 
It follows that majors in economics may 
be required to have more training in ac- 
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counting, because an adequate knowledge 
of accounting is indispensable before 
studying macroaccounting. Similarly, ac- 
counting students may be required to take 
some basic courses in economics in addi- 
tion to an introductory course. It should 
be added that to train accounting students 
only in the field of microaccounting with 
the objective of making CPA’s out of them 
seems to lose sight of the true meaning of 
college education. 


SUMMARY 


The two terms, microaccounting and 
macroaccounting, are created mainly for 
the purpose of recognizing the extent of 
the progress of accounting today. The 
term macroaccounting has the advantage 
over others in identifying explicitly the 
area to which accounting is applied. 

Macroaccounting is still expanding and 
the discussion of its six major branches in 
this paper is by no means exhaustive. 

Macroaccounting may be studied at 
two levels, business macroaccounting and 
economic macroaccounting. It is obvious 
that in this paper efforts have mostly been 
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devoted to the former. Eventually, a set 
of conventions, assumptions, and stand. 
ards for macroaccounting will be devel. 
oped as in microaccounting. It is also sug- 
gested that most of the principles and 
standards of microaccounting may be ap- 
plied to macroaccounting with modifica. 
tions and additions. 

In examining the various branches of 
macroaccounting, one must note that the 
development ofanational balance sheet has 
lagged behind in a manner that tends to 
cripple the entire system of macroaccount- 
ing. Another major task is to integrate the 
several branches of macroaccounting re- 
garding classifications of accounts and 
systems of recording transactions. Only 
in this way can the full usefulness of macro- 
accounting be reached. The problem of the 
valuation basis is a complex one. No single 
method can answer all the questions. No 
matter what valuation bases are selected, 
the principles of consistency and com- 
parability should be strictly observed. 

The need for offering macroaccounting 
courses in accounting departments was 
also suggested. 
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ACCOUNTING RESEARCH 


SIDNEY DAVIDSON 
Director of Research, 1956 


search topics in accounting have 

been published, in the October, 1954, 
and July, 1955, issues of THE ACCOUNTING 
Review. The objective of these projects 
was to expose research needs in accounting 
to the large research potential represented 
by the large numbers of college and uni- 
versity teachers and graduate students in 
accounting. The following topics represent 
a third collection of problems which repre- 
sent “felt needs” and are therefore profita- 
ble areas in which to expend research ef- 
fort. 


T= prior collections of “framed’’ re- 


RESEARCH PROBLEMS IN ACCOUNTING 
A. Reports by Internal Auditors 


The full value of the internal audi- 
tor’s work can be realized by manage- 
ment only if the findings and recom- 
mendations of the auditor are clearly 
communicated to management. In the 
early days of internal auditing, reports 
frequently followed the pattern set by 
long-form reports of public account- 
tants. In the last fifteen years there has 
been a remarkable change in the con- 
cept of the proper functions of an in- 
ternal auditor. It is reasonable to as- 
sume that comparable changes have 
been made in reporting practices. 
Little appears in internal auditing lit- 
erature concerning developments in re- 
porting practices; many internal audi- 
tors would find such information an 
aid in improving the effectiveness of 
their reports. 


Problem: To determine and appraise 
the form, content and nature of con- 
temporary internal audit reports and 
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reporting practices in a number of rep- 
presentative companies. 


Approach: The project would begin 
with the determination of a number of 
companies that had developed their 
internal audit programs following mod- 
ern concepts and included operating 
departments (such as purchasing, sales 
and manufacturing) in the scope of 
their audit coverage. One way of se- 
curing a list of potential companies 
would be through the local chapter 
of the Institute of Internal Auditors. 

It will probably be found that com- 
panies are averse to releasing copies 
of reports from their control but are 
quite willing to discuss reports and re- 
porting practices in person with the re- 
searcher. In practice, the personal ap- 
proach will be found preferable since 
this will give opportunity for discus- 
sion and questions and will give a 
broader base to the conclusions of the 
research study: 


Details of Study: Reports can be 
studied, classified and correlated in 
various ways: 
1. By significant characteristics of 
company 
(a) Size (either in volume or num- 
ber of employees) 
(b) Degree of decentralization into 
detached operating units 
(c) Type of business (manufactur- 
turing, distributing, etc.) 
2. By coverage 
(a) Departmental (accounting, 
treasury, sales, advertising, etc.) 
(b) Functional (procurement, dis- 
tribution, etc. crossing depart- 
mental lines) 


a set 
stand. 
|| 
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(c) Divisional (covering all opera- 
tions in a specific location) 
3. By status 
(a) Regular periodic reports 
(b) Special study reports 
. By distribution 

(a) To whom addressed 

(b) To whom distributed 
5. By characteristics of report 

(a) Summary with supporting 

schedules 

(b) Degree of detail included 

(c) Method of handling comments 

of operating personnel 

(d) Description of audit coverage 

(e) General format 

The above are only illustrative; 
other useful classifications will become 
apparent during the course of the 
study. 

The form and content of reports of 
the companies should be analyzed and 
tabulated and—as far as possible—the 
underlying reasons for the existing 
practices should be determined. The 
purpose is to develop a summary and 
analysis of reporting practices in the 
companies that are studied. 

It will usually be found that there 
will be a considerable degree of varia- 
tion in practices that may be ascribed 
to any or all of these factors: 

1. Inherent differences between com- 
panies 

. Differences in audit coverage 

. Differences in management require- 
ments 

. Differences between internal audi- 
tors 

Because of this, a mere tabulation of 
a considerable number of reports will 
not be particularly meaningful unless it 
is accompanied with some analysis of 
the underlying reasons for the varia- 
tions in report presentation. This indi- 
cates the previously-mentioned desira- 
bility of personal discussion. A smaller 


sampling, with complete analysis, may 
well make a more interesting study ang 
a more valuable report than a large 
sample without complete analysis, 


The Report: The report would prefera. 
bly present not only the tabulation; 
and examples as suggested above, but 
also an evaluation of the effectivenes 
of present reporting practices, with sug. 
gestions for improvement either gen. 
erally or in specific cases. (Leon §, 
Hay, Indiana University, and Wil 
liam F. Shors, Butler University, 
members of the Research Committee 
of the Indianapolis Chapter, Institute 
of Internal Auditors.) 


. Business Combinations 


Problem: In September, 1950 the Con- 
mittee on Accounting Procedure of the 


American Institute of Accountants § 


issued a bulletin dealing with Busines 


Combinations or, as they are mor§ 
commonly known, poolings of interests, F 


The bulletin dealt with those situa. 
tions involving issuance of capital 
stock for assets or capital stock of an- 


other company where the transaction § 


might more appropriately be dealt with 
as a pooling of interest, rather than in 
accordance with the general rule that 


such issuances constituted acquisitions § 
of assets, as they would if the considera § 
tion given was cash rather than stock. § 


The bulletin outlined in general terms 
the conditions under which pooling oi 


interest accounting would be appropri 7 
ate. However, since a transaction which © 
may be accounted for as a pooling bf 
basically no different from one wher § 
it should be accounted for in accord-§ 


ance with the general rule (i.e., as 4 


purchase), development of more spe § 
cific criteria for distinguishing the two § 


is desirable in order to achieve, to the 
greatest extent possible, uniformity 0 
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accounting treatment. The circum- 
stances which the bulletin stated would 
be considered as evidential of a pooling 
are: (a) that all or substantially all of 
the equity interests in predecessor cor- 
porations continue as such in the sur- 
viving corporation, (b) the relative 
size of the constituent companies, and 
(c) continuity of management or power 
to control management. 


Approach: While accounting literature 
should be consulted, it is not likely that 
this will cast much light upon the 
problem. More fruitful sources would 
be examination of published reports, 
inspection of stock listing applications 
which set forth the accounting policy 
to be followed in the cases of mergers 
and similar transactions, and corre- 
spondence with accounting firms and 
with the accounting personnel of the 
Securities and Exchange Commission. 


Specific Questions: 

(1) Since the bulletin states that it is 
the substance of the transaction 
rather than the form which is de- 
cisive, should the unqualified re- 
quirement contained in the bulle- 
tin that previous interests be con- 
tinued in a single corporation be 
considered mandatory? For ex- 
ample, if all other conditions at- 
tendant upon a pooling are present, 
should the fact that the continuing 
enterprise is to be carried on in two 
corporations for legal reasons be 
considered as disqualifying the 
transaction as a pooling of inter- 
est? 

(2) The bulletin referred to the carry- 
ing forward of equity interests. 
May, under some circumstances, 
the issuance of the preferred stock 
to some of the shareholders of the 
constituent companies be con- 

strued to be the carrying forward of 
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equity interests within the mean- 
ing of the bulletin? 

(3) How much weight should be given 
to the factor of relative size. Can 
any maxima or minima be pre- 
scribed? 

(4) Where one of the parties to a 
merger has a deficit, must the 
deficit be carried into the emerged 
company or would it be appropri- 
ate immediately prior to the pool- 
ing of interest to effect a quasi- 
reorganization and therefore carry 
forward only the earned surplus of 
the other party? (Thomas J. Cogan, 
Lybrand, Ross Bros. & Mont- 


gomery.) 


C. Treatment of Tax Benefits Arising from 


Loss Carry-Overs 


Problem: When a company has sus- 
tained a loss in a previous year, this 
loss may be used to offset taxable in- 
come for the succeeding five years. As 
a result, subsequent years’ income may 
wholly or partly escape tax by reason 
of the benefit stemming from the prior 
year’s loss. Should this benefit be al- 
lowed to influence the amount of subse- 
quent years’ corporate net income or 
should it in effect be charged to surplus 
as an adjustment of the loss of the year 
in which such loss was sustained? The 
Committee on Accounting Procedure of 
the American Institute of Account- 
ants, in Chapter 10 of Accounting Re- 
search Bulletin No. 43, has stated that 
as a practical matter income of the 
subsequent year may be given the 
benefit of the tax carry-forward loss 
unless misleading inferences might be 
drawn from such inclusions, in which 
case the benefit should be credited_di- 
rectly to surplus. 


Approach: It is not believed that ac- 
counting literature had dealt to any 
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great extent with this question. As indi- 
cated above the Research Bulletin of 
the American Institute of Accountants 
does not provide any definite answer 
to the question. A study should be 
made of current published reports to 
find what general practice is at present. 
On the assumption that such general 
practice is to include the tax benefit in 
the determination of income for the 
subsequent year, the question then 
arises as to whether or not this is the 
more desirable practice. Solicitation of 
the views of practicing accountants 
should be sought in this connection. 


Specific Questions: 


(1) Should we distinguish between the 
case where the item giving rise to 
the loss carry-forward was charged 
to income in the year in which it 
was sustained as opposed to cases 
where it was charged directly to 
surplus? In the first instance the 
aggregate of the reported net in- 
come for the sum periods involved 
is not affected, whereas in the other 
instances, such aggregate income is 
greater than it would otherwise 
have been. 

If subsequent to the date of the loss 
there was a quasi-reorganization, 
in effect absorbing the loss in capi- 
tal surplus, should subsequent re- 
alization of the tax benefit result- 
ing from the loss be credited to 
capital surplus? 

If the company which sustained 
the loss was subsequently acquired 
by another company, should the 
acquiring company treat the tax 
benefit as a part of the assets for 
which consideration was given? 
Would the answer be different if 
the acquisition were treated as a 
pooling of interests? 

(4) When a company acquired by 
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another one for an amount in ex. 
cess of its net tangible assets by 
reason of the fact that a tax beng. 
fit is expected to be obtained by 
reason of the acquired company’s 
carry-forward loss, should the er. 
pected amount of the benefit 
set up as a deferred charge? As 
suming that this is not done and 
that the acquisition was through 
issuance of stock at a premium 
over par or stated value, might 
not otherwise the effect be cop. 
strued as relieving subsequently 
created earned surplus by an ip 
direct charge to capital surplus? 
(Thomas J. Cogan, Lybrand, Ros 
Bros. & Montgomery.) 


D. Accelerated Depreciation 


Problem: The passage of the Revenue 
Act of 1954 which permitted the us 
of sum-of-digits depreciation and d- 


minishing balance depreciation for tax f 


purposes on a liberalized basis has 
given rise to a considerably greater us 
of these depreciation methods. In cases 
where accelerated depreciation is de- 


ducted for purposes of computing in- F 


come taxes but straight-line deprecia- 
tion is employed for financial statement 
purposes, should the tax effect of this 


divergence be allowed to increase in- § 


come of the year or should it be cred 


ited to a reserve account in order tof 
give recognition to the possibility that 


in a subsequent year aggregate depre- 


ciation allowable for tax purposes may F 
be less than that which is used for pur § 


poses of corporate reporting? 


Approach: The Committee on Ac 
counting Procedure of the American 
Institute of Accountants, in dealing 
with a somewhat similar situation in- 
volving amortization of emergency 
facilities, stated without qualifice 
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tion that it believed where the differ- 
ence between amortization taken for 
tax purposes and depreciation reported 
in the accounts was material, a charge 
should be made in the income state- 
ment to recognize the additional in- 
come tax which would be payable in 
the future when depreciation for in- 
come tax purposes would be less than 
depreciation taken on the books. How- 
ever, in a subsequent bulletin dealing 
with declining balance depreciation 
this Committee said that it was of the 
opinion that in the ordinary situation 
deferred- income taxes need not be 
recognized in the accounts unless it is 
reasonably certain that the reduction 
in taxes during the earlier years is 
merely a deferment of income tax until 
relatively few years later and then only 
if the amounts are clearly material. It 
is believed that the reason for what 
might appear to be a change of view- 
point was that in the case of sum-of- 
digits or diminishing balance deprecia- 
tion, the use of such methods for tax 
purposes may reasonably be expected 
to continue and, in the case of a going 
company which would be more or less 
continuing to replace its facilities, 
there would never come a time (until 
liquidation might approach) when ag- 
gregate depreciation for tax purposes 
might be expected to be less than that 
taken on the books. Since, if this as- 
sumption is correct, there would ap- 
pear to be no real need for recognizing 
the deferred tax effect in the case of a 
going concern, the research approach 
should be directed to testing the as- 
sumption’s validity. Research might 
be expected to extend in two direc- 
tions. The first would be a review and 
consideration of what has been said on 
the problem. To a large extent this 
might be directed to hearings before 
various public service commissions 
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dealing with applications of public util- 
ities for approval of accounting pro- 
posed to be followed by them in the 
several cases where accelerated depre- 
ciation is to be claimed for tax pur- 
poses but straight-line depreciation is 
to be reported in the accounts. How- 
ever, because of special considerations 
which apply in the case of public 
utilities, conclusions drawn from this 
line of research may be of limited sig- 
nificance as a basis for accounting 
treatment on the part of unregulated 
companies. The second approach would 
be a study of what might be expected 
to happen in the case of a company or 
companies based on records of plant 
additions and retirements over prior 
years. Reports of selected companies 
might be studied and their past history 
of plant additions and retirements be 
considered as a guide for what might 
be expected to happen in the future. 
Over-all statistics of plant additions 
and retirements should also be con- 
sidered. 


Specific Questions: 

(1) Would conclusions drawn from a 
study of companies whose plant 
consists of a number of relatively 
small units which may be expected 
to be replaced on a more or less 
continuing basis be applicable to 
a company which had few but 
large units of plants? Or would 
they be applicable in the case of a 
company whose fixed assets con- 
sisted of one unit, such as a cor- 
poration which owned and oper- 
ated a building? 

(2) Would conclusions drawn from a 
study of companies which may be 
expected to be more or less perma- 
nent in nature be applicable to 
companies whose existence might 

be expected to be temporary such 


@ 


» 

| 
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as a mining operation in a single 
area? (Thomas J. Cogan, Lybrand, 
Ross Bros. & Montgomery.) 


E. Accounting for Undistributed Earnings 


of Unconsolidated Subsidiaries 


Problem: The problem may be simply 
stated. May earnings of an unconsoli- 
dated subsidiary be taken into the in- 
come account of the parent company as 
they are accrued by a subsidiary or 
only when they are paid over to the 
parent company as dividends? 


A pproach: Accounting literature should 
be consulted. Weight should not be 
given however to individual recom- 
mendations contained in accounting 
literature where it appears that a 
recommended treatment is motivated 
by consideration of mechanical con- 
venience in preparing consolidated 
statements rather than out of consider- 
ation of which is the preferable ac- 
counting. Published reports should be 
referred to in order to ascertain ma- 
jority practice. 


Pros and Cons of the Problem: 


(1) The Committee on Accounting 
Procedure of the American Insti- 
tute of Accountants, in a bulletin 
dealing with stock dividends stated, 
“Under conventional accounting 
concepts the shareholder has no in- 
come solely as a result of the fact 
that the corporation has income; 
the increase in his equity through 
undistributed earnings is no more 
than potential income to him.” On 
its face the philosophy here ex- 
pressed appears clearly to be ap- 
plicable to the instant problem. 

However, it must be realized that 

in discussing stock dividends the 

committee probably had in mind 
the case of the average stockholder 
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(2) 


who has a relatively small interes, 
in a company and could not control 
distributions by way of dividends 
and therefore might never be ina 
position to benefit from the com. 
pany’s accruing earnings in the ab. 
sence of an actual distribution re. 
sulting in a severance of assets. Do 
the same considerations apply in 
the case of a parent and subsidiary? 
Also, if undistributed earnings oj 
the subsidiary may be recognized 
as earnings of the parent company (3) 
by means of consolidated state. 
ments, why is it not equally valid 
to recognize them as such in the 
absence of consolidation, which 
in essence is primarily a mechani- 
cal device. Another consideration 
may be whether a segment of a 
business operates as a division or 
as a corporation as may be dic- 
tated solely by legal considers- 
tions. If it is a division, there is no (4 
question but that earnings of that 
segment are taken up as they ar 
accrued. If solely for such reasons 
the segment is conducted as a 
separate corporation, should dif. 
ferent accounting requirements pre- 
vail regardless of the fact that, in 
substance, the situation is the same 
from the business viewpoint? 
Consideration should be given 7 
whether or not financial progress | 
of a company is better rea 
F, 


by recognizing earnings of sub 
sidiaries as they are accrued or asf 
they are transferred to the parent 
company regardless of when they 
have been earned. If we do the 
former we approach closer to the § 
cash aspects of accounting. If we 
do the latter we approach closet § 
to its accrual aspects. A related § 
consideration is the possibility 0 

manipulation on part of the mav- 
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agement through arbitrary deci- 
sion as to when dividends are to be 
declared, When parent company 
operations are profitable, manage- 
ment may decide it is unnecessary 
to transfer dividends from sub- 
sidiaries in order to increase its in- 
come and, conversely, when they 
are unprofitable may conclude that 
it is in its best interests to bolster 
its income by means of transferring 
such dividends. 
(3) The foregoing two points appear 
to be in favor of accruing earnings 
of unconsolidated subsidiaries. On 
the other hand there are many who 
say that such accrual of earnings 
should not take place except in 
connection with consolidated finan- 
cial statements, because otherwise 
reported net income cannot be 
properly related to sales volume 
or to total assets. 
An additional reason for not ac- 
cruing such earnings relates to the 
percentage of ownership. If we are 
to do it in the case of subsidiaries, 
say a company which is 51 per 
cent owned, then how about a com- 
pany which is owned 49 per cent? 
Should the difference of 2 per cent 
ownership call for different ac- 
counting treatments? This seems 
unrealistic, but then at what point 
do we stop? (Thomas J. Cogan, 
Lybrand, Ross Bros. & Montgom- 


ery.) 


= 


F. Treatment of Temporary Reduction in 


Lifo Inventories 


Problem: The underlying considera- 
tion for the adoption of the Lifo 
method of pricing inventories was to 
avoid fluctuations in net income which 
arose solely because of increasing or 
decreasing of prices during a reporting 
period. If the aim of Lifo is to elim- 
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inate price fluctuation as far as possi- 
ble from the determination of income, 
what should we do when Lifo inventory 
has been temporarily depleted at the 
end of a fiscal year but it is fully ex- 
pected that the depletion will be re- 
plenished in the succeeding fiscal year? 
An example of this problem may help 
to clarify it. Let us assume that a com- 
pany has an inventory of copper con- 
sisting of a million pounds with a Lifo 
base of 20 cents per pound. Let us 
further assume that the current price 
of copper is 40 cents a pound. Suppose 
in order to fulfill the company’s pro- 
duction requirements it is necessary 
to go beyond current purchases and 
dip into the Lifo or base stock. If such 
requirements could have been filled 
from current purchases, cost of sales 
would have been based upon 40 cent 
copper; however because of the neces- 
sity of going into the base stock the 
cost of sales will be only 20 cents. Now 
let us assume that it is fully expected 
that in a succeeding fiscal year the 
diminution of the base stock is re- 
stored at a price of 40 cents a pound. 
The gain in the first fiscal year becomes 
frozen in the base of the inventory and 
in the event of subsequent permanent 
liquidation gives rise to a shrinkage in 
income. 


A pproach: The Internal Revenue Code 
has recognized that the question of 
temporary liquidations of Lifo inven- 
tory may contravene the basic objec- 
tives of Lifo and has, under limited 
circumstances, in effect eliminated 
from taxable income gains resulting 
from such liquidations. Probably in the 
majority of cases where companies met 
the conditions laid down by the Code 
for the exemption from taxation of 
profits arising from involuntary liqui- 
dations of Lifo inventories, the same ac- 
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counting has been followed for cor- 
porate purposes. In other cases prac- 
tice seems to vary. The basic question 
is whether or not profits arising from a 
temporary reduction of Lifo inventory 
should or should not be deferred. De- 
ferment of profit brings Lifo inventory 
closer in concept to base stock inven- 
tory which seems logical since both 
methods of computing inventory prices 
have the same general objective. Such 
possible deferment of profits of course 
has the disadvantage that to some ex- 
tent objectivity of financial statements 
is lessened since it must largely rest 
in the judgment of management as to 
whether or not a particular shrinkage 
in inventory quantities is expected to 
be replaced. 


Specific Questions: 


(1) Ifa reserve is to be set up for profits 
upon temporary liquidation of Lifo 
inventories should its amount be 
measured (a) by the difference be- 
tween Lifo cost and current price 


(2) 
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of the liquidated inventory at the 
date it is liquidated or (b) by the 
difference between Lifo cost and 
the current market price of the jn. 
ventory item or items at the clog 
of the accounting period and ad. 
justed for market changes in sub. 
sequent periods? 

Should the amount of the reserve 
set up by either of the two methods 
referred to above be reduced by the 
amount of taxes which may have 
been paid by reason of the fact 
that the temporary reduction was 
not subject to the limited exemp- 
tion provided by the Internal 
Revenue Code, so that in effect a 
tax was paid upon an item which 
did not enter into the determina- 
tion of net income, and upon re 
placement the inventory will pos 
sess a tax basis greater than the 
amount at which it is recorded in 
the accounts? (Thomas J. Cogan, 
Lybrand, Ross Bros. & Montgon- 
ery.) 
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like a dream in technicolor, with the 

action so swift as to leave this re- 
viewer wondering whether as President of 
your Association he was able to keep his 
seat ir. the saddle throughout the year. At 
times the foot appeared to have been 
caught in the stirrup with the head drag- 
ging dangerously close to the horse’s hoofs, 
only to have experienced and capable 
hands pull the rider back on an even 
keel. 

To the members of the Executive Com- 
mittee and to the several hundred other 
members of this Association who lent a 
hand during the past year to the successful 
operations of 1956, this president expresses 
his gratitude. Without the cooperation of 
the membership the rather remarkable 
progress of this Association would not have 
been achieved over the years. 

Actually the activities of the Association 
consist of a loose synthesis of the work of 
the officers, Editor, and committees. The 
compounding of these parts into the best 
possible pattern is the function of the 
President. During the year past many 
projects initiated in prior years were con- 


Pie Philadelphia to Seattle seems 


tinued, some to successful completion. 
Starting 1956 with more than the normal 
number of major projects in various stages 
of incompletion, several committees were 
continued from the preceding year with 
little change in membership. All but one 
of these projects have been substantially 
completed during the year, so that the 
Association may turn to other members for 
other projects in the new year. 

One new project has been undertaken 
during 1956 by a new Committee on 
Faculty Personnel. At the start of the 
year the opinion was expressed that the 


; Most serious problem facing education in 
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accounting is that of faculty supply, es- 
pecially of that competence needed to 
achieve the standards necessary to ad- 
vancement of the profession and of the 
place of the accountant in business. The 
report of this committee appears in this 
issue of the Review and deserves the 
serious attention of the membership. 


A NATURAL YEAR 


A review of time periods of endeavor of 
the elected and appointed members who 
carry on the bulk of the Association’s work 
is revealing. 

The President actually works for sixteen 
months, providing an overlap of some four 
months between outgoing and incoming 
executive heads. He begins his work im- 
mediately after election at the annual con- 
vention and carries on through the entire 
calendar year for which he is elected. This 
overlap is good in that it provides a valu- 
able period of orientation for the President- 
Elect. 

The Editor of the REviEW and the 
Secretary-Treasurer, fortunately for the 
Association, have in the past several years 
provided continuity in areas vital to suc- 
cessful operations. Only in these two posts 
does the Association have a full year of 
activity little disturbed by seasonal varia- 
tion. 

It is in our committee work that we 
have failed somewhat in programming a 
full year’s work each year. And this is not 
the fault of the committees but perhaps 
is the product of our short-run policy of 
turnover (very desirable) and our method 
of appointment (might be changed). Typi- 
cally, committees are completed in late 
January or early February. If they get to 
work immediately, they have the spring 
semester to complete whatever projects 
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are outlined for them. Often a committee 
is unable to accomplish very much in the 
summer months, as some members are 
usually away from their campuses on 
vacation or on special summer assignments. 
There is a tendency for all of us to consider 
the year ended with the annual convention. 
Therefore little committee work is accom- 
plished in the fall. Should the Association 
look for some improvement here? 


THE SEATTLE CONVENTION 


The annual convention of the Associa- 
tion was held on the campus of the Uni- 
versity of Washington, Seattle, August 
27-29. Secretary-Treasurer R. C. Cox 
reported on this most successful meeting 
im the January 1957 issue of THE ACCOUNT- 
ING REVIEW. 

The attendance exceeded all expecta- 
tions. No greater opportunity to combine 
the family vacation with the meeting of 
the Association has ever before been of- 
fered the membership. All who attended 
were well repaid by the program of enter- 
tainment offered in this land of scenic 
beauty. The Association is greatly in- 
debted to the Arrangements Committee 
headed by Fletcher O. Johnson, and to the 
Ladies Program Committee headed by 
Mrs. Fletcher O. Johnson for the excel- 
lence of the arrangements and the hos- 
pitality extended to the several hundred 
in attendance. 


THE ACCOUNTING REVIEW 


The prestige of the Association rests 
heavily on THE ACCOUNTING REVIEW. 
This quarterly is generally recognized as 
one of the best publicationsin accountancy. 
The Association is indebted to the Editor, 
Frank P. Smith, for the constantly im- 
proved quality of this publication. 

In addition to the articles on a wide 
range of subjects interesting to account- 
ants, four departments of much value, 
particularly to teachers, are regularly 
carried in the REviEw. During 1956 R. K. 
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Mautz with his answers to the Institute's 
examination in auditing and Willard J. 
Graham with his answers to the Institute’; 
examination in theory of accounts joined 
Henry Chamberlain’s department of “Py. 
fessional Examinations.” This is a valuable 
addition to the specialized departments of 
the quarterly. The Association is indebted 
to Henry Chamberlain, Robert Mautz, 
and Willard Graham for the excellence of 
‘Professional Examinations.” And a vote 
of thanks goes to Frank Kaulbach who 
retired from direction of the ‘Teachers’ 
Clinic” Department with the January 
issue and to Ben Carson who succeeded 
him; to Burl Austin for ‘Association 
Notes”; and to Art Cannon for the “Book 
Reviews.” Of course, even the best efforts 
of these competent department heads 
would have been inadequate to the task 
without the splendid contributions which 
come from the membership. 


THE OFFICE OF SECRETARY-TREASURER 


It is probable that few members of the 
Association realize fully the amount and 
importance of the work of the Secretary- 
Treasurer. In addition to the conventional 
work of a secretary of an association, he 
manages the advertising program for the 
REVIEW, renders large scale assistance to 
the Membership Committee, handles the 
distribution of monographs and _ other 
printed material of the Association, aids 
the president in arrangements for all 
meetings, including the annual convention, 
prepares the annual budget for the con- 
sideration of the Executive Committee, 
handles all the finances, and renders 4 
great many other services to the Associa 
tion. The entire membership is indebted 
to R. Carson Cox, the efficient officer 
serving in these capacities. 


RESEARCH ACTIVITIES 


One of the major objectives of the Asso 
ciation is the promotion of research. The 
Director of Research has vigorously pur 
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sued this objective and among his accom- 
plishments are: 

a. Compilation of lists of graduate stu- 
dent and faculty research projects 
(published in the Review, April 
1956). 

b. Solicitation and editing of doctoral 
dissertation abstracts (published in 
the Review, October 1956). 

c. Editing and evaluating manuscripts 
for monograph consideration. 

d. Handling correspondence relative to 
research and sources of research ma- 
terials. 


The Price Level Study has about been 
concluded. This is a monumental study 
and should receive the attention of account- 
ants everywhere. Two volumes have al- 
ready been published, Price Level Changes 
and Financial Statements, Ralph Cough- 
enour Jones and Price Level Adjustments 
—Basic Concepts and Methods, Perry 
Mason. A third volume by Ralph Jones 
is now on the press and should be released 
soon. 

The Association is grateful to the Merrill 
Foundation for making this study possible. 

Studies in the History of Accounting, 
edited by A. C. Littleton and B. S. Yamey 
and sponsored jointly by the Association 
of University Teachers of Accounting 
(British) and the American Accounting 
Association is ready for release by the 
publishers, Sweet & Maxwell (England) 
and Richard D. Irwin, Inc. for this coun- 
try. This volume is a scholarly addition to 
accounting literature. 


ALPHA KAPPA PSI AWARD 


One of the features of the annual con- 
vention in recent years has been the pres- 
entation of the Alpha Kappa Psi Award. 
The 1956 Award was presented to Donald 
P. Perry for his outstanding contributions 
to the field of accounting. The presenta- 
tion was made by Edward G. Eriksen, 
Vice-President of Alpha Kappa Psi. The 
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Association is indebted to Alpha Kappa 
Psi for this award and to the special com- 
mittee of the Association headed by 
Harvey G. Meyer for the selection of the 
recipient. 


AMENDMENT OF BY-LAWS 


Due to the continuing growth of the 
Association and the increasing burden of 
work on the Executive Committee, it was 
decided that an additional vice-president 
would facilitate the operations of the Asso- 
ciation. At the annual meeting in Seattle a 
special committee report adding a fourth 
vice-president to the Executive Committee 
was approved. This expansion in the mem- 
bership of the Executive Committee will 
be made at the next annual election. 


PLACEMENT EXCHANGE 


The pressure of expanding enrollment 
has already brought fairly acute shortages 
in accounting teachers. As an aid to our 
membership and to institutions seeking 
additions to their staffs, an informal place- 
ment exchange under the auspices of the 
American Accounting Association is being 
directed by Professor Arnold W. Johnson 
of New York University. 


COMMITTEE ACTIVITIES 


Membership Committee. No committee of 
the Association deserves more commenda- 
tion than does the Membership Committee 
for loyal and invaluable work. This Com- 
mittee during 1956 consisted of a National 
Chairman, James D. Edwards, and 53 
State Chairmen for the United States and 
Canada. The results of their work adds 
up to the highest regular membership to- 
gether with the greatest number of asso- 
ciate members in the history of the Asso- 
ciation. The Association is grateful to these 
Chairmen. 

Committee on Accounting Concepts and 
Standards. This Committee continued 
throughout the year its work on the re- 
vision of the Statement of Accounting Con- 
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cepts and Standards. Several revised drafts 
were prepared. The Committee expects to 
submit its final draft by May 1, 1957. 

Commitiee on Cost Accounting Concepts 
and Standards. The final report of this 
Committee in the form of the Tentative 
Statement of Cost Concepts Underlying 
Reports for Management Purposes was 
published in the April, 1956 issue of the 
REVIEW. Reprints of this statement were 
distributed at the annual convention in 
Seattle and other copies are available in 
the office of the Secretary-Treasurer. 

Members of the Committee have been 
engaged since the annual meeting in ex- 
plaining the Statement and in evaluating 
criticisms. The Committee believes that 
“there is need for a statement supple- 
mentary to the basic Statement of Costs 
Concepts which would suggest methods of 
measuring and approximating the basic 
concepts.” 

Regional Meetings. The Southeastern 
Regional Committee organized and held 
an annual meeting on the campus of the 
University of South Carolina last spring. 
The program at this meeting was excellent. 
The good attendance and evident interest 
confirmed the fact that this regional or- 
ganization is a going concern of much value 
to the Association. 

A Southwestern Regional meeting was 
planned during the past year to be held in 
Dallas next April. There is every evidence 
that this new regional meeting will be suc- 
cessful. 

Joint Committee on Education. The chair- 
man of this committee holds one of the 
most important posts in the Association. 
His general co-ordinating work among the 
various task committees gives him a very 
broad perspective of the educational prob- 
lems in accountancy education. Under his 
direction eleven task committees made 
commendable progress during the past 
year. Following is a brief summary of the 
work of these task committees. 
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Committee on CPA Examinations. The 
principal project during the year has beep 
the collection of questions in the theory of 
accounts. This stock-piling of questions js 
in cooperation with the American Institute 
of Accountants. 

Committee on Internal Auditing. This 
Committee cooperated in every way pos- 
sible with the Institute of Internal Auditors 
in studying educational problems in this 
area. All members of the Committeee at- 
tended the meeting of the Education Com- 
mittee of the Institute of Internal Auditors 
last May. 

Student Internship. The Chairman of 
this Committee has prepared an article in 
regard to student internships for early 
publication in THE ACCOUNTING REVIEW. 

Faculty Residency. This Committee con- 
tinued the work started in 1955. It is 
engaged in publicizing opportunities for 
faculty residencies and has assisted in 
arranging a number of these residencies 
during the past year. 

Student Personnel. This Committee has 
been engaged for two years in the prepara- 
tion of a career pamphlet and in securing 
the cooperation of other accounting or- 
ganizations in the publication and distn- 
bution of this pamphlet. Publication is 
expected in the near future. 

Visual Aids. This Committee’s sole re- 
sponsibility was the presentation of a 
round table at the 1956 convention. This 
round table together with its demonstra- 
tions was well attended and apparently 
very well received at the Seattle conven- 
tion. 

National Income Accounting. A manu- 
script on “Social Accounting” has been 
prepared by the Chairman and is in the 
process of being reviewed by the other 
members of the committee. It is expected 
that this manuscript will be published 
during the coming year. 

Standards of Accounting Instruction. 
Questionnaires concerning the master’s 
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program were collected by the Committee 
and are being studied. A report on these 
questionnaires will be rendered by the Com- 
mittee at a later date. This Committee 
has made considerable progress in study- 
ing graduate instruction in accountancy. 

Income Taxation. This Committee en- 
gaged itself during 1956 largely in studying 
problems in the teaching of income taxa- 
tion. As a result of this study, the Commit- 
tee has prepared five papers which ap- 
peared in the January 1957 issue of THE 
ACCOUNTING REVIEW. 

Governmental Accounting. A proposed 
Statement of Concepts and Standards in 
Governmental Accounting has been pre- 
pared by the Committee. The Committee 
hopes to give some publicity to this tenta- 
tive statement and to revise it during the 
coming year. 

Faculty Personnel. This new Committee, 
as stated earlier in this report, addressed 
itself to the study of one of the most acute 
problems in accountancy education, fac- 
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ulty supply and faculty competence. Its 
report consisted of four articles and these 
appear in this issue of the REVIEW. 


* * * 


Again I want to express to the member- 
ship my deep feeling for the honor which 
has been conferred upon me during the 
past year. It has been a privilege to serve 
as your President. No one could have had 
better cooperation and more able support 
than I. The entire membership responded 
with assistance and encouragement. To 
them is due the credit for such advances 
as were made during 1956. 

Especially am I indebted to the Execu- 
tive Committee and to the sub-committee 
of that group consisting of past presidents. 
The three past presidents serve as an 
an advisory committee to the president. 
I shall be ever grateful to Past-Presidents 
Willard Graham, Frank Smith, and Rus- 
sell Hassler for their continued assistance 
throughout the entire year. 


| 
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AMERICAN ACCOUNTING ASSOCIATION 


REPORT ON EXAMINATION 
OF ACCOUNTS 


For the Year Ended December 31, 1956 


BEYER & BRICKEY 
CERTIFIED PUBLIC ACCOUNTANTS 
CoLumBus, OHIO 


REPORT ON EXAMINATION OF ACCOUNTS 


For the year ended December 31, 1956 


Executive Committee 
American Accounting Association 
Columbus, Ohio 

We have examined the statement of 
financial position of the American Ac- 
counting Association as of December 31, 
1956, and the related statements of in- 
come and net worth of the General and 
Life Membership Funds for the year then 
ended. Our examination was made in 
accordance with generally accepted audit- 
ing standards and accordingly included 
such tests of the accounting records and 
such other auditing procedures as we con- 
sidered necessary in the circumstances. 


In our opinion, the accompanying state- 
ment of financial position and related 
statements of income and net worth pre- 
sent fairly the financial position of the 
American Accounting Association at De- 
cember 31, 1956, and the results of its 
operations, as allocated to the General and 
Life Membership Funds, for the year 
then ended, in conformity with generally 
accepted principles of accounting applied 
on a basis consistent with that of the pre- 
ceding year. 


BEYER & BRICKEY 
Certified Public Accountants 
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Report on Examination of Accounts 
Exhibit A 
American Accounting Association 
STATEMENT OF FINANCIAL POSITION 
As at December 31, 1956 
Life 
General Combined 
Assets Membership > 
state- Fund Fu Funds 
elated Cation hand and in banke (Note A)... .... $11,072.24 $(4,833.56) 6,238.68 
h pre- United States savings bonds 
the Maturity value.... $39,000.00 $11,000.00 $50,000.00 
t D Less: Discount 9,088.00 3,035.00 12,123.00 
t De- 
al and Accounts receivable. ... ee Re .... $ 57.75 $2,619.25 $ 2,677.00 
year Less: Allowance for doubtful accounts. ... SS 20.30 27.60 47.90 
erally Accounts receivable—net. . ; 37.45 $ 2,591.65 $ 2,629.10 
pplied Prepaid expense 
ep Office supplies, postage, and convention expense............... i 1,053.12 $ — 1,053.12 
pre- 
Office equipment (at nominal $ 1.00 $ 1.00 
Liabilities and Net Worth 
nts Accounts payable and accrued expense.......... $ 4,469.99 $ 2.46 $ 4,472.45 
Collections received in advance 
Members’ dues............ $ 3,091.89 $ $ 3,091.89 
Associate members’ dues. . . 10,330.61 
Total. ... $17 , 443.99 
Total Liabilities . . .... $21,913.98 $ 2.46 $21,916.44 
Net worth (Exhibit D). 20,161.83 5,720.63 25,882.46 
Total Liabilities and Net Worth Sha ..... $42,075.81 $5,723.09 $47,798.90 


See accompanying Notes to Financial Statements. 


4 
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Exhibit B 


See accompanying Notes to Financial Statements. 
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American Accounting Association 
STATEMENT OF INCOME—GENERAL FUND 
For the year ended December 31, 1956 


Income 
Expense 
Printing and mailing expense: 
Travel, meetings, and administrative expense: 
$ 1,677.97 
1,144.62 
Committees: 
Accounting Concepts and Standards......................20005 1,482.54 
Cost Accounting Concepts and Standards...................... 414.41 
Task Committees on Education: 
Standards of Accounting Instruction......................66- 477.77 
Office supplies, stationery, and other expense (Note B)...............2....0005- 3,109.02 
Income (net) recognized in this period but related to operations of prior years................ 179.29 
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Exhibit C 
American Accounting Association 
STATEMENT OF INCOME—LIFE MEMBERSHIP FUND 
For the year ended December 31, 1956 


Income 
Sales of publications 
Price Level Changes and Financial Statements. 1,851.15 
Royalties from sales of Readings in Cost Accounting, Budgeting, and Control....... 394.19 
Expense 
Printing and mailing expense 
Price Level Changes and Financial Statements. 1,886.49 
Salaries, office supplies, stationery, and other expense (Note B)..................-. 1,084.47 
Income (net) recognized in this period but related to operations of prior years.................. 230.19 


See accompanying Notes to Financial Statements. 


Exhibit D 
American Accounting Association 


ANALYSIS OF CHANGES IN NET WORTH 
For the year ended December 31, 1956 


Life 
General Membership Combined 


Fund Funds 
Net income (loss) for the period (Exhibits B and C).................. 4,177.31 (465.63) 3,711.68 


See accompanying Notes to Financial Statements. 


NOTES TO FINANCIAL STATEMENTS 


A. The negative cash amount in the Life Membership Fund is not a bank overdraft. Both funds are operated 
out of the same bank account. 

B. Salaries, office supplies, stationery, and other expenses of the Association office were apportioned between the 
General Fund and the Life Membership Fund on the basis of the ratio of the income of each fund to the total 
income of both funds. 


54.84 
98.02 
79.29 
77.31 | 
i 
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The following Comparative Balance 
Sheets at December 31, 1954, 1955, and 
1956, together with Comparative Operat- 
ing Statements of both the General and 
Life Membership funds for 1954, 1955, and 
1956, and membership statistics for these 
years will be of interest to members of the 
Association. 

During the period January 1, 1954 to 
December 31, 1956 our membership has 
increased from 4,542 to 7,024. Dues rev- 
enue increased from $24,700 in 1954 to 
$33,100 in 1956. Perhaps the most signif- 
icant change during this period is the in- 
crease in the number of Associate Members 
with dues of $4,100 in 1954 increased to 
$10,500 in 1956. The increase in printing 
cost is due to a much larger printing of 
copies of the REvrew coupled with a 10% 
price increase in our new contract with the 
George Banta Company, Inc. 
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Major activities of the Life Membership 
fund during this period have been the 
sponsorship of “Readings in Cost Ac. 
counting, Budgeting, and Control’’ pub- 
lished by the South-Western Publishing 
Company, and “Price Level Changes and 
Financial Statements” and “Price Level 
Adjustments” subsidized by The Merril] 
Foundation for the Advancement of 
Financial Knowledge, Inc. A third volume, 
“Effects of Price Level Changes on Busi- 
ness Income, Capital, and Taxes’ was 
published in December 1956 and is now 
available from the Secretary-Treasurer’s 
office. “An Introduction to Corporate 
Accounting Standards” is now in its 
seventh printing and continues to sell well. 
The Index to the Accounting Review for 
1951-1955 was distributed free of charge 
to the members of the Association during 
1956. 


American Accounting Association 


COMPARATIVE STATEMENT OF FINANCIAL POSITION 
As at December 31, 1956, 1955, and 1954 


Assets 
Cash on hand and in banks. 


United States savings bonds 
Maturity value... 
Less: Discount. 


Redemption value. 


Accounts receivable—net 


Prepaid expense 
Office equipment (at nominal value) . 


Total assets... 


Liabilities and Net Worth 
Accounts payable and accrued expense. 
Collections received in advance 
Members’ dues. 
Associate members’ dues. . 
Subscriptions. 


Total. . 


Total liabilities . . 
Net worth..... 


Total liabilities and net worth. . . 


1956 1955 1954 
$ 6,238.68 $15,551.27 $13,109.90 


$50,000.00 
12,123.00 


$37,877.00 


47.90 


$28 ,000.00 
5,312.00 


$22,688.00 


$ 3,929.33 $ 692.74 
45.45 52.60 


$ 3,883.88 


$ 311.69 
1.00 


$42 ,435.84 


$26 , 400.00 
4,517.20 


$21, 882.90 


$ 2,629.10 
$ 1,053.12 
1.00 


$ 640.14 
$ 317.4 
1.00 


$47 , 798.90 $35,951.27 


$ 4,472.45 
$ 3,091.89 
10,330.61 
4,021.49 


$17 ,443.99 


$ 7,619.39 $ 4,837.72 


$ 3,380.61 
2°347.57 
3,388.03 

$ 9,116.21 


$13 , 953.93 
21,997.34 


$ 2,797.86 
$ 5,951.83 

3,895.98 
$12,645.67 


$20, 265 .06 
22,170.78 


$42,435.84 


$21,916.44 
25,882.46 


$35,951.27 
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ferrill Sales of membership list—net................ 
It of Sales of publications. . . 
iscellaneous........ 
lume. Misce 
Busi- Total income. 
was 
now Expense: 
) Printing and mailing 
1rer’s ACCOUNTING REVIEW. 
orate 
its Membership roster. 
its Other 
well, 
v for Total printing and mailing 
large Travel, meetings and administrative 
ring Executive Committee meeting 
5 President’s expense. . 
Other Officers’ expense. 
Committces— 
Accounting Concepts and Standards..... 
Cost Accounting Concepts and Standards. 
Nominations...... 
Regional meetings. 
Membership... .. 
54 Standards Rating... 
09.90 Joint Committee on Education. . 
—. Task Committees on Education: 
Internal Auditing. . 
0.00 F aculty Residency..... 
17.20 Standards of Accounting Instructions. : 
Selection of Personnel. . 
32.80 National Income Accounting 
2.74 Total travel and meetings.......... 
2.60 
0.14 Honoraria...... 
Convention cost (net). 
7.43 Office supplies, stationery, ‘& other... 
1.00 Provision for doubtful accounts........... 
Net Income before income adjustments......... 
Income (Expense)—net relating to prior years. 
1.72 


} Net Income. . 
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COMPARATIVE STATEMENT OF OPERATIONS—GENERAL FUND 
Years ended December 31, 1956, 1955, and 1954 


1956 1955 1954 
$33,120.55 $28,775.69 $24,727.96 
10,534.48 6,262.39 4,138.63 
6,562.91 5,900.42 6,307.10 
6,064.00 5,621.00 4,181.00 
292.00 453.20 396.20 
169.60 119.30 62.00 
609.32 454.31 577.50 
5.51 56.46 
$57,352.86 $47,591.82 $40,446.85 
$27,048.23 $20,996.81 $18,077.79 
318.97 347.34 557.40 
250.00 3,079.82 
394.97 
$28,012.17 $24,423.97 $18,635.19 
$ 1,677.97 $ 1,288.41 $ 2,670.88 
1,144.62 1,344.99 354.09 
304.61 385.78 344.56 
1,482.54 2,333.53 1,832.25 
414.41 1,277.97 766.45 
447.53 282.33 100.00 
50.00 53.10 om 
1,809.84 1,091.05 1,227.05 
104.17 
1,331.48 411.44 573.95 
239.06 _ 131.85 
651.56 20.50 409.66 
477.77 524.05 248.00 
106.36 20.36 16.17 
128.50 
$10,137.75 $ 9,033.51 $ 8,907.58 
5,951.26 5,922.29 4,490.75 
4,100.00 3,700.00 3,300.00 
2,012.52 1,411.14 1,481.73 
3,130.89 2,425.17 1,986.73 
10.25 6.15 28.00 
$53,354.84 $46,922.23 $38,829.98 
$ 3,998.02 $ 669.59 $ 1,616.87 
179.29 (157.90) wt 
$ 4,177.31 $ 511.69 $ 1,616.87 
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Membership, January 1 


Net additions...... 


Less Delinquents............ 


Membership, December 31............. 


American Accounting Association 
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COMPARATIVE STATEMENT OF OPERATIONS—LIFE FUND 


Years ended December 31, 1956, 1955, and 1954 


Income: 


Sales of Paton & Littleton Monograph............... 
Sales of Littleton Monograph.................... 
Life Membership contributions.................. 

Readings in Cost Accounting. ...... 


Total income 


Expense: 
Printing Paton & Littleton Monograph.................. 
Storing, mailing, and editorial cost of publications......... 
Salaries, office supplies, stationery and other...................... 
Editorial costs of volume—Readings in Cost Accounting, Budgeting, 
Provision for doubtful accounts. 
Miscellaneous......... 


Total Expense. . 


Net Income (Loss). . 


American Accounting Association 
MEMBERSHIP STATISTICS 


Additions to December 31.. 1,277 


1956 1955 1954 
$3,254.71 $1,445.15 $1,351.04 
16.50 37.75 35.00 
18.00 19.50 18.50 
716.85 1,155.05 1,260. 
400.00 .00 
394.19 
1,851.15 
177.00 152.00 184.00 
269.11 11.05 _— 
$7,097.51 $3,420.50 $3,649.26 
$ 1,864.07 $ 977.80 $ 920.83 
2,563.08 411.77 317.33 
1,084.47 602.78 558.56 
1,886.49 
1,739.70 
5.30 26.70 3.79 
159.73 
$7,563.14 $3,758.75 $1,800.51 
($ 465.63) ($ 338.25) $1,848.75 
1956 1955 1954 
6,247 5,346 4,542 
1,285 1,049 
27 19 
162 133 
1,019 1,096 897 
7,266 6,442 5,439 
242 195 
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THE TEACHERS’ CLINIC 


A. B. CARSON 


Eprror’s Nore: This section of THE AccountTING REvieEw is devoted to matters of 


icular interest to account- 


ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounting 
education, or dealing with techniques of accounting instruction is invited. Address all correspondence to A.B. 
Carson, School of Business Administration, University of California, Los Angeles 24, California. 


PROFESSIONAL DEVELOPMENT OF THE 
ACCOUNTING FACULTY MEMBER* 


PAuL GARNER 
University of Alabama 


What is meant by the expression “pro- 
fessional development,” when it is used in 
connection with accounting faculty mem- 
bers? While there is no consensus, it is 
my own feeling that the term should be 
broadly construed. That is, I would include 
all the departmental and ancillary activi- 
ties of the staff member, plus those in- 
terests which have the tendency to create 
in the instructor a greater capacity for 
doing a first-rate job in the classroom. 
Thus I would include participation in 
accounting organization projects, com- 
mittee work, research, writing, consulta- 
tion assignments in public accounting, 
industry, or government and advanced 
study leading to graduate degrees or certif- 
icates. This is not meant to be an all- 
inclusive list of activities giving rise to 
professional development, yet it will suffice 
for the purpose of this paper. 


OBJECTIVES OF PROFESSIONAL 
DEVELOPMENT 


In essence, it seems to me that our goal 
in professional development should be to 
attain an optimum (or maximum) of total 
teaching usefulness. This means that con- 
sulting assignments, practical experience, 
writing, advanced study, and organization 
work must be arrayed against the usual 


* This paper was presented at the annual meeting of 


the American Accounting Association, Seattle, August 
28, 1956. 


classroom duties of an instructor. Out of 
this amalgam we ought to get the ideal, 
often-sought-after faculty member. But 
the proper balancing of these time re- 
quirements is not easily obtained. Only a 
few people are able to achieve major suc- 
cess in all the facets of instructional life 
referred to above. 

In view of the differences in people, and 
in view of the obvious scarcity (both pres- 
ent and future) of multi-successful staff 
members, I would like to raise at this 
point a quite controversial issue, namely, 
should (or is it necessary for) an account- 
ing department of more than one person 
be staffed with individuals who are equally 
gifted, or interested in, or motivated for, 
all the professional accomplishments pre- 
viously mentioned? While we in adminis- 
trative posts might take the position that 
we should strive to obtain such an objec- 
tive, common sense tells us that we will 
not be able to reach it. But if this is not to 
be our prime objective, we open the door of 
something even worse than the proverbial 
Pandora’s Box. Some difficulties which 
immediately arise are: Should promotions 
be based on achievement in only one of the 
areas of professional development? How 
can the contribution of the staff person be 
evaluated if only one or two types of ac- 
tivity are involved—is it not difficult 
enough when there are several characteris- 
tics? Finally, is it any more challenging to 
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1,351.04 
35.00 
18.50 
260.72 
800.00 
184.00 
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848.75 
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4,542 
897 | 
5,439 
93 
5,346 
| 
| 


298 


try to assemble a staff of specialists than 
it would be to bring together a group of 
many-sided individuals? 

Even though I believe that we should 
strive, in our staff programs of professional 
development, to inculcate in the account- 
ing faculty an ambition for high achieve- 
ment in all areas, I personally favor the 
more immediate objective of divided 
responsibility and moderate specialization. 
This may strike an unhappy chord in the 
mind of the reader, but I feel that in this 
era of staff shortage, we are likely to have 
more effective departmental programs if 
we can find ways to ferret out interests and 
to encourage faculty members to engage in 
individual types of activity. Yes, there 
might even be a place for just a good class- 
room man or two in some of our accounting 
departments! 


SPECIFICS OF FACULTY DEVELOPMENT 
Altitudes of Present Staff Members 


It would be elementary to dwell long on 
the simple fact that the attitude of an 
enthusiastic and mature accounting pro- 
fessor will do a great deal to set the tone of 
an entire department. The example set by 
such a person will filter out to the younger 
staff people. Attempts of emulation will 
naturally follow in many cases. But the 
nub of the matter is: How can an un- 
enthusiastic person be changed into a 
person who bubbles over with professional 
interests? A sure answer to this question 
would be worth many fortunes. Yet most 
people, especially those teaching account- 
ing, are susceptible to various forms of 
subtle pressures. The essential point, in 
my opinion, is persistence—keep night on 
trying different types of influences until 
at least partial success is obtained. At the 
departmental level this assumes that the 
chairman or head, or some other official, 
measures up to the standard contemplated 
here. If he does not, the top administrator 
of the school will either have to apply 
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successfully the subtle pressures referred to 
here, or find himself another departmenta] 
supervisor. There is nothing more djs. 
couraging to newcomers on a staff than to 
have a dull, unimaginative chairman who 
is constantly complaining about the hard 
life and low pay of the college professor, 
but who does little or nothing to lift uni- 
versity instruction to a higher level of 
productivity and prestige. 


Use of Faculty Seminars or Roundtables 


I have often thought that we in the ed- 
ucational field often do not practice what 
we recommend to our students, namely 
the advantages which accrue from a 
planned program of interchange of re- 
search interests, teaching methods, current 
accounting theories, and general trends in 
the field. Like other aspects of faculty 
development, this particular type of 
program is not easy to keep alive. Further, 
it must be supported by the top people 
in the department—not just in a minor 
way, but enthusiastically. Growing out of 
this, there is a cross-fertilization of ideas 
and mutual encouragement. These have, 
in my opinion, a large potential for the 
effective development of an accounting 
staff. 

The exact pattern to be followed in 
attempting these seminars can vary a 
great deal. However, in general outline, 
each member of the staff should present 


at, say, semi-monthly meetings a report of | 
some activity of a professional or research | 
type (including experimental projects in- | 


volving teaching methods or procedures) 
in which he is currently engaged. 
General discussion and summations 


should invariably follow the principal : 


presentation. 
While this specific suggestion for faculty 


development is in no sense new, it is cer- | 
tainly not exploited generally for its maxi- | 
mum utilization. I hope that more stafis 7 


will adopt it in the future. 
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Advanced Academic Study 

From the standpoint of faculty develop- 
ment I suppose this is the most contro- 
yersial area of attention, since it involves 
(1) the age-old argument of course work 
and thesis versus practical experience, and 
(2) what should be the minimum amount 
and quality of advanced post-bachelor 
course work required for entrance to the 
teaching field at the collegiate level. I 
assume that there will be little disagree- 
ment over at least the desirability of a 
bachelor’s degree for all entrants, even 
though we could easily get into a friendly 
disagreement in those instances where a 
seasoned practitioner with a knack for 
teaching, but without a college degree, is 
being considered for a full-time staff ap- 
pointment. Personally, I believe that there 
isa valuable place in the academic world 
for a selected group of such individuals. 

But to return to the central point: How 
can we get our staff members to continue 
their formal academic study beyond the 
bachelor’s or master’s level, especially 
when there is a matter of alternatives, 
such as obtaining consulting accounting 
experience and/or attempting to meet the 
requirements for the CPA examination? 
Ideally, staff members should try to attain 


ations | 


ncipal 


aculty 


is cer § 


maxi- 


staffs 


both academic degrees and practical ex- 
perience. 

Let us first examine the academic study 
potential, concentrating on the work be- 
yond the master’s degree. Why is it that 
relatively few accounting instructors con- 
tinue to pursue formal study leading to the 
doctorate? I suspect that the terminal 
degree requirements of the American 
Association of Collegiate Schools of Busi- 
ness have a lot to do with it. It is common 
knowledge that the AACSB presently 
considers the master’s degree plus the 
CPA certificate as terminal for instructors 
in accounting in fully-accredited member 
schools. Further required academic train- 
ing is optional with the institution. Getting 
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to the nub of the proposition, very few 
universities actually require, for promo- 
tion in rank, any designation beyond the 
combination of a master’s degree and a 
CPA. It is my considered opinion that 
many scores of accounting instructors 
would benefit from the study and research 
required to earn the doctorate. The per- 
centage of present teachers holding the 
doctorate should be at least doubled (pref- 
erably tripled) in the next decade. 

In view of the points raised above, how 
can we go about getting a much higher 
percentage of our staffs to earn the highest 
academic degree in the field? In addition 
to the obviously helpful possibilities of 
truly substantial grants-in-aid, leaves of 
absence with full pay, and other such in- 
centives, I am convinced that we should 
reappraise the objectives of the doctoral 
programs, having accounting as one of 
the principal fields of study. Without reduc- 
ing attainable and needed standards in 
any way, we could substitute for some of 
the discouraging (to the candidates) re- 
quirements, contemporary areas of knowl- 
edge and understanding. Such substitu- 
tions should be evolved for the purpose of 
bringing more life and currentness into the 
requirements, as well as to eliminate those 
features which serve simply to keep at the 
very minimum the number of doctorates 
awarded. 

But what are some of the discouraging 
and outmoded requirements in many doc- 
toral programs? Even though there are 
exceptions, I shall list several based on 
general observations: (1) The insistence 
on a reading knowledge of one or two for- 
eign languages. (2) The requirement that 
each dissertation be a masterpiece of en- 
tirely original research and writing. (3) 
The emphasis in some programs on in- 
tense specialization. (4) A coverage, in 
other programs, that is entirely too broad 
and rather hopeless of achievement. (5) 
In some cases the student is almost left 
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at sea by his preceptors, alone in the 
midst of vague expectations of accom- 
plishment. (6) The doctoral programs, in 
general, contain no requirements which 
assure that the candidate will be any 
more effective accounting instructor after 
completion of the work—it is even doubt- 
ful that this objective is viewed with favor 
by many of the administrators of such 
programs. (7) All too frequently the doc- 
toral candidates do not stay at the con- 
ferring institution long enough to complete 
all the work, including the dissertation. 
We all know that this “wandering off” 
can be a major handicap except in those 
instances where the material for the dis- 
sertation is in a distant place or places. 
However, I shall make some comments 
about the matter of so-called “‘residence”’ 
later in this paper. (8) In all too many in- 
stances the candidates are required to 
become proficient in one or more esoteric 
branches of distantly related fields. This 
requirement is usually one that has grown 
up over a long period of time in the partic- 
ular institution and does not have general 
applicability to all programs. However, I 
am sure that there are some musty rem- 
nants of by-gone days in the doctoral re- 
quirements (often unwritten) of all institu- 
tions. (9) Finally, the enormous sacrifice of 
time and money in pursuing the doctoral 
program is enough to discourage all except 
the most determined few. 

Since the matter of getting a far larger 
percentage of accounting faculty members 
through the doctoral program is, in my 
judgment, an important aspect of faculty 
development, what can be done to reduce 
to a minimum the above-mentioned dis- 
couragements? The following suggestions 
are submitted: (a) Eliminate the foreign 
language requirement for the doctorate 
except for those candidates needing this 
proficiency in their study or research pro- 
grams. (b) Eliminate the esoteric and 
“getting by one-man” requirements now 
latent in some programs. (c) Each institu- 


The Accounting Review 


tion conferring the doctorate should make [| ord 
a thorough analysis of the reasons why s9 § docl 
many candidates do not complete alj } ence 
phases of the programs and examine its } field 
requirements in the light of this analysis, surr 
(d) Every institution should make a con. [ tho: 
scious effort to determine just why their } nee 
accounting staff members do not attempt we 
the doctorate. (The American Accounting ] tion 
Association should, in my opinion, sum- [ acc¢ 


marize the results of such analyses—they [ ten 


would be quite useful in formulating AAA f req 
committee activity.) (e) Many doctoral § ope 
programs are out-of-date in their neglect f adv 


of contemporary areas of attention and } the 
emphasis. For example, it seems to me 
that all present-day candidates should be f— the 
quite well informed about electronic data [ ing 
processing, statistical sampling theory and f less 
techniques, linear programming, and oper- — we 


ations research, to name just a few rela- { esta 

tively new fields of attention. There are f cap 

also numerous other new and attractive f cess 
accounting and closely related subject 

. | Deo 

matter areas of study which are often not f (0 

of th 


covered in present programs. (f) We should | 
really give some close study and takea f 1 


long look at the almost universal require- f} of 1 
ment that the doctoral candidate must f tren 
spend at least one full academic year in § sche 
residence. This is a stumbling block of the — Way 
first magnitude to many able students, § can 
especially when it is recalled that (1) most §} wha 
of the candidates are married; (2) grants: § tim 
in-aid and scholarships are inadequate; (3) 9 reac 
most institutions offering the doctorate § cum 
have year-round programs and can take § busi 
care of students during the summer as §j alth 
well as in the winter. In view of the already ff in i 
deficient supply of accounting instructors ) stro 
and the impending crisis in personnel, it § Pres 
is going to become increasingly difficult for § at t 
a staff man to obtain a full year or more § Men 
leave of absence from his home institution § P'] 
to pursue the doctorate at another institu. § 24 
tion. wor 
Is it actually necessary for a candidate . S 
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order to obtain the type and quality of 
doctoral training and educational experi- 
ence requisite for success in the teaching 
field? I do not refer to the ideal conditions 
surrounding the graduate program, but 
those which are capable of meeting the 
needs of society and the economy which 
we are attempting to serve. Many predic- 
tions are that university enrollments in 
accounting will double or more in the next 
ten years. Such increases will inevitably 
require a steady twelve-months-in-a-year 
operation at all levels including the most 
advanced study programs. Granting this, 
the summer term offerings and staff 
should be on a par with the other terms of 
the year; there would not then be the feel- 
ing that summer work is second best and 
less desirable. In brief, it is my opinion that 
we should be making definite plans to 
establish doctoral programs which are 
capable of being completed in several suc- 
cessive summers. 


Developing Research and Writing Interests 
of the Staff 


This is probably the most difficult area 


| of faculty development. At the one ex- 
| treme there is the feeling that research 
| scholars and writers are just “born that 


way.” Consequently, under this view little 
can be done to “develop” them—rather, 


| what is needed is simply an assignment of 


time for these able people to cogitate, to 
read, and to keep in close touch with 
current developments in accounting and 
business. I do not share this first view, 
although there is much truth and appeal 
in it. I have seen staff members develop 


j, Strong research interests through steady 


pressures and suggestions brought to bear 
at the right time and place. Encourage- 


proper moment may turn a staff member 
in a direction which will result in a really 


= Worthwhile project. 


So long as research and writing activi- 
ties are viewed as essential facets of the 
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total university contribution to society, I 
believe we should have far more regular 
programs and policies calling for the ap- 
pointment of persons to the staffs with 
dual objectives of teaching on the one hand 
and reseearch-writing on the other. (The 
proportions for each phase would have to 
vary with the individual.) This possibility 
would be unusually interesting in connec- 
tion with the first time staff appointment 
of a newly completed doctoral candidate. 
It would give him time to “try his wings” 
at additional research and writing activity 
beyond the scope of his dissertation sub- 
ject. I believe this has a lot of potential for 
faculty development if it could be tried on 
a modest scale in a dozen or two colleges. 
Something similar to this proposed pro- 
gram has been instituted at a small number 
of universities with their research fellows 
and research professorships, but these are 
far too few. I am fully aware of the reason 
why such arrangements are not popular; 
the money simply cannot be stretched that 
far on most campuses. 

In brief, the most effective ways to se- 
cure faculty development in a research- 
writing sense are: (1) Encouragement at 
all levels of administration; (2) recognition 
of such activity through promotion in 
rank; (3) various types of financial aids 
which are not so restricted and replete 
with red-tape that they discourage and 
render a disservice to the cause of high 
quality work; and (4) last but not least, it 
is quite important that a good example of 
acceptable research accomplishments be 
set by the seasoned staff members in the 
accounting department—this will often do 
more than anything else to boost the pro- 
ductivity of the newer staff people. 


Developing Professional Organization In- 
terests of the Faculty 


It seems obvious to me that accounting 
instructors should join with and partici- 
pate in the activities of professional 
groups. Yet comparatively few accounting 
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staff members actually attempt to take national groups other than the American liste 
even a modest role in the well-known ac- Accounting Association. Membership jp the J 
counting societies other than the American the AAA is indeed both a privilege anq year 
Accounting Association. Before analyzing an opportunity for mutual benefit. But | the 
this further, let us consider a very rough even it should have many more interested stric 
guess-estimate: There are approximately members who are willing to help initiate cent: 
2,500 full-time and 1,500 part-time teach- and carry through useful projects. deep 
ers of accounting in junior and senior Except for the AAA, as noted above, the ing 
colleges in the United States. Bear this in statistics in the exhibit are not very favor. obje 
mind in examining the data given in able to the accounting instructors, whether TI 
Exhibit I. related to (1) the total estimated number | je s 
The data in the Exhibit are subject to of faculty persons in the country, or (2) the Foun 
varying interpretations; they are also percentages given in the table. I would be § heir 
partially incomplete in that some of the the first to grant, however, that the quan- F the ; 
organizations have local chapters or state tity of memberships, committee posts, simp 
societies which are quite active and which etc., is not necessarily indicative of the F jine. 
have faculty members serving on impor- quality or significance of the contribution f their 
tant committees. Wherever possible such made by faculty members to professional } of p) 
chapter affiliations and committees are society activities. Much yeoman work has J (p) s 
included in the table. Part-time faculty been and is being performed by dedicated F jjxe 
people are also excluded from the data; instructors who belong to the societies § to aj 
many of these individuals render valuable _ listed in the table. Yet I would like to see F (¢) ] 
service to accounting societies. It should the percentages in Columns 3, 4, 7, 8, and F tions 
also be pointed out that committee work 9 much higher. gani: 
is not necessarily a suitable benchmark of What can (or should) be done to reduce f term 
faculty interest in professional groups. the present unfavorable comparisons and} tant 
Much good can be done without com- thus strengthen the faculty development f jngti 
mittees! Taken as a whole, however, ac- programs contemplated in this paper? An) tary 
counting faculties are not adequately obvious limitation is the requirements for) taf 
represented, in my opinion, in any of the membership in some of the organizations > gityg 
Exhibit I not 
ESTIMATES OF FACULTY MEMBERSHIP IN SELECTED NATIONAL ORGANIZATIONS AND | othe 
EXTENT OF PARTICIPATION OF INSTRUCTORS IN COMMITTEEMEN-OFFICER WORK, 1 956 i take 


Vumber % milleemen 
Total time umn 2) aculty of Commit- Faculty to To (Column 5) 
Membership Faculty to Total No. (2500) Number of Total 
(Approz- Members to Mem- Commit- Number 
mate) imate) (Column 5) 
Col (1) Cal (2) Col. (3) Col. (4) Col. (5) Col. (6) Col (7) Col, (8) | 
American Accounting Association. . 6, 8064 2,270 33% 91 135 109 81% 4.4% 
American Institute of Accountants. . 27,000 500 2 1,17056 3556 3% 14g 
Association of CPA Examiners. ...... 2408 11 5 1 45 3 7 1% & 
Controllers Institute of America... ... 4,567 84 2 3 620 31 1.2 
Institute of Inte Auditors........ 3,400 48 1% 2% 1,000! 16 2% 6 
National Association of Cost Account- 
ants Goeraesiisceanna Liked 38,500 650 2% 26% 4,000 200: 5% 8.0% 


! Includes chapter committees and officers. 

? National only; 1,286 on local controls. 

* Active members; over 700 others are associate members. 

‘Ex associate mem 

§ Excludes state societies of CPAs and regional conference groups. 

* Estimate made by the author. 

Source: Estimates made by informed officers of the named organizations, except for the American Institute of Accountants 
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listed in the table. For example, to join 
the AIA one must first be a CPA with two 
vears of qualifying experience, and the 
others have various rules, etc. Such re- 
strictions explain a portion of the low per- 
centages, but there are, in my opinion, 
deeper reasons. Seeking out and eliminat- 
ing the latter should be the immediate 
objective of faculty development. 

The “deeper reasons” referred to may 
be summarized as follows: (a) Some ac- 
counting staff members continue to view 
their work and career in the same way as 
the academic recluse of decades ago; they 
simply do not want to be out on the firing 
line. These faculty members prefer to follow 
their own individual bents; they feel out 
of place in committees and other groups. 
(b) Some accounting staff members do not 
like to travel to meetings; they thus decline 
to affiliate themselves with organizations. 
(c) In a considerable number of institu- 
tions creditable work in professional or- 
ganizations is not a salient point in de- 
termining promotions. This is an impor- 
tant deterrent. (d) In a vast majority of 
institutions there is absolutely no budge- 
tary provision for the payment of dues of 
staff members in professional groups; the 
situation is almost as tragic in regard to 
paying travel expenses to meetings. It is 
not widely appreciated that the dues and 
other expenses of the type referred to can 
take a large bite out of the inadequate 
salaries of at least ninety per cent of all 
accounting instructors. This having-to- 


pay-one’s-own-professional-society-expense 


is a situation which is generally not tol- 
erated in industry and public accounting; 
to some extent it has even been remedied 
in government posts. 

Since the attitudes and handicaps re- 


) ferred to in the preceding list have existed 
for many decades it is little wonder that a 
) number of the guiding officers of profes- 
, sional groups in prior years have taken a 
; tather dim view of the potential usefulness 
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of accounting faculty people as full mem- 
bers, committeemen, speakers on pro- 
grams, officers, etc. This attitude is en- 
tirely understandable, but it should be 
modified as rapidly as possible, through 
deliberate efforts to cultivate and under- 
stand each other. The AIA, for example, is 
considering seriously a proposal to make 
non-practicing members eligible for elec- 
tion to its governing body, the Council. 
So far as the universities are concerned 
there should be constant encouragement 
of organizational work, through promo- 
tions, subtle influences, and reasonable 
budget allocations. Since the power of 
example is important here, employing 
officials should attempt to engage, as new- 
comers on the staff, persons who have 
demonstrated their interest in, and apti- 
tude for, professional group activities, 
especially in those cases where the de- 
partment has done little in prior years. 


First-Hand Experience in Public Account- 
ing, Government Service, and Industry 


It is widely known that some accounting 
instructors engage in consulting assign- 
ments and public accounting practice, 
especially in the summer months. In my 
opinion, this type of work is very impor- 
tant in faculty development programs. I 
believe it should be energetically encour- 
aged within the usual limits of not inter- 
fering with regular classroom responsibil- 
ity. The probability is that it will do more 
good than harm in the professional devel- 
opment of the staff man under any condi- 
tion. In addition to the popular individual 
arrangements, I am quite enthusiastic 
about the American Accounting Asso- 
ciation’s activitiy in this direction, through 
its Committee on Faculty Residency, 
Professor Alton Sadler, Chairman, as de- 
scribed in the October, 1955, ACCOUNTING 
REvieEw. (An earlier statement of the ob- 
jectives of this program was published by 
the first committee chairman, Professor 
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Frank Kaulback, in the April, 1954 
AccouNTING Review.) This is indeed a 
forward step for the Association to take 
and it should be supported in a major way 
by academic institutions, governmental 
agencies and departments, the business 
community, and the entire public account- 
ing profession. 


PLANNING A FORMAL FACULTY DEVELOP- 
MENT PROGRAM FOR IMPROVEMENT OF 
CLASSROOM TEACHING 


The discussion in this paper to this point 
has been directed largely at the assigned 
subject of “professional development of 
the faculty member.” A premise implicit 
in “professional development” is that 
through such development we will have 
more effective, more productive, more 
realistic, more motivated, and more en- 
thusiastic instructors in the accounting 
area. Even though a tremendous lot has 
been done in the past two decades to bring 
accounting instruction into closer tune 
with the times, we probably have not 
maintained a level of continued progress 
comparable with many other facets of our 
modern day economy and society. This 
conclusion is not meant to be any dis- 
paragement of all dedicated work which 
has been done in past years by many 
faculty people on accounting staffs. But 
we certainly are not entitled to rest on 
any current laurels. 

Even though faculty seminars, advanced 
study, research, and organizational work 
are all useful, I believe that something 
more is needed. Just what this ‘something 
more” is or should be, we should in my 
opinion attempt to find out through a 
modest, but well-planned, American Ac- 
counting Association project which might 
be tentatively described as a ‘““Tentative 
Outline of a Proposal for an American 
Accounting Association Project Relating 
to the Carrying Out of 4 or 5 Institutional 
Experimental Staff Training Programs for 
Instructors in Accounting.” 


The Accounting Reriew 


Background and Purpose 


Several hundred people begin to teach 
accounting at the collegiate level each year. 
Many of these are inexperienced in cop. 
ducting classes and have only the example 
of their own prior instructors to guide them 
in the difficult first year or two. This is not 
a desirable situation. 

The American Accounting Association 
has as one of its objectives the “improving 
of accounting instruction.” It is proposed, 
therefore, that this stated purpose be 
partially implemented by means of an 
experimental AAA-Cooperating Institu. 
tions program of instructional staff train. 
ing. 

The AAA is the logical organizational 
unit to sponsor this type of project. It has 
members who are willing to dedicate them. 
selves to educational tasks; it has resources 
for attacking the problem of ineffective 
and relatively unproductive teaching. The 
accounting profession will be made strong. 
er by virtue of AAA efforts in this area of 
service. 

Specifically, it is hereby proposed that 
the AAA sponsor a staff training project 
(on an experimental basis) in about 4 or 
institutions in the country, having a 
sizable number of new accounting instruc- 
tors (part-time or full-time) each year. 
While many of the details will have to bej 
worked out as the project moves along, the f 
general pattern which might be followed 
is described below. ‘ 


Tentative Details of the Proposal 


1. The Executive Committee of the§ 
AAA would appoint a person of high prof 
fessional standing in teaching, preferably 
from its own ranks, to serve as top-levd§j 
coordinator of the project. ‘ 

2. The top-level coordinator would er 
list the cooperation of 4 or 5 institutions 
in various parts of the country, preferably 
those having several new instructors each 
year. 

3. Each of the cooperating institution 
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yould select one or more institutional co- 
ordinators who would be responsible for 
the carrying out of the experimental proj- 
ecton each Campus. 


4. 


In the summer prior to the starting 


of the project the top-level coordinator 
and the institutional coordinators would 
have a briefing and planning session at 
sme convenient place, lasting perhaps a 
week. 


5. 


At the briefing and planning session 


the following matters, among others, might 
be considered: 


a. 


How can newcomers on the staff be 
more effectively guided during their 
first year or so? 


. Organized plans for first-year super- 


vision of newcomers on staff. 


. Constructive appraisals of perform- 


ance of new staff members. 


. Visiting of classes by institutional 


coordinators and others—how best 
handled? 


. Deciding on experiments in use of 


modern materials which can be tried 
out in different ways at the several 
institutions looking toward more ef- 
fective teaching results. 


. Decide on method and extent of re- 


porting interim results and findings 
of the cooperating institutions. 


. Other matters, such as large versus 


small classes, etc. 


. It is contemplated and assumed that: 
. The AAA Executive Committee will 


allot funds for the project. 


. The coordinators will be released 


from some of their regularly assigned 
duties, by their respective institu- 
tions, but in some cases this will re- 
quire a grant-in-aid to provide for 
partial replacement. 

The AAA will make the results and 
findings of the project available to 
all interested universities, as a matter 
of public service, preferably through 
THe AccounTING REVIEW. 
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d. There will be considerable travel re- 
quired of the top-level coordinator 
and the institutional coordinators. 
In addition to the summer planning 
and briefing meeting mentioned 
earlier, it is contemplated that the 
coordinators will get together three 
or four times during the period the 
project is active for the purpose of 
discussing the progress of the pro- 
gram. 


Accomplishments Expected of Program 


1. Such a program would indicate to 
other professional and academic organiza- 
tions that the AAA is interested in the 
quality and effectiveness of the teaching 
staffs in the field of accounting. 

2. The program would focus the atten- 
tion of AAA members on a new activity 
of the Association in the area of teaching. 

3. The mutual interchange of experi- 
ences and the subsequent publication of 
the results of the experiment would have a 
lasting impact on the entire accounting- 
education process. 

4. The success of this program would 
encourage more capable young people to 
become interested in undertaking careers 
in the teaching field. 


SUMMARY 


If we could combine an effective in- 
service accounting instructional staff- 
training program with a well-supported 
professional faculty development program, 
we in accounting education would have 
an unlimited potential for greater useful- 
ness to our institutions and the wide range 
of public interests which they serve. Per- 
haps the discussion which has gone on, 
and which will continue, will serve to 
bring the weak spots into sharper focus 
and encourage all of us to greater effort 
for the common good. 


|| 
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INTERNSHIP PROGRAMS IN ACCOUNTING 


R. Bruce McCosu# 


University of Denver 


Internship programs in accounting have 
become an integral part of the accounting 
curriculum in perhaps two to three dozen 
colleges and universities throughout the 
United States. These programs are divided 
evenly between schools using a semester 
system and institutions using a quarter 
system. Some schools seem to favor ar- 
rangements with industrial concerns, but 
a larger share of the colleges and univer- 
sities put more emphasis on internship 
programs with public accounting firms. 
However, a few schools attempt both types 
of program. 

Generally the public accounting intern- 
ships take place in the months of Decem- 
ber, January, February, March and April. 
They vary in length from four weeks to 
four months with most of them consuming 
eight to ten weeks. However, summer in- 
ternship programs between schools and 
public accounting firms are not unknown. 
In more cases than not, industrial intern- 
ships are consummated in the summer 
months when the student can be rotated 
through various accounting functions 
while the regular employees are taking 
their vacations. 

Usually those students interning with 
public accounting firms are nearing the 
completion of their junior year or have 
entered their senior year. Industrial con- 
cerns which are not so anxious for students 
to have completed courses in income tax, 
advanced accounting theory, and auditing 
seem more willing to take interns after 
basic courses in fundamentals and cost 
accounting. Therefore, a large number of 
students intern with industrial concerns 
during the summer months between their 
freshman and sophomore years, or soph- 
omore and junior years, depending on 
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when the school allows them to take their 
first courses in accounting. Industrial jp. 
terships during the school-year, though 
fewer in number, are not uncommon. Their 
duration is quite flexible and varies from 
school to school and firm to firm. 

Numerous colleges and universities are 
still investigating the possibilities of start. 
ing accounting internship programs. Find. 
ing firms or employers to cooperate in a 
internship program is one of the problems 
always facing the school when beginning 
this type of program. Some schools have 
difficulty contacting the industrial giants 
or the large national public accounting 
firms, and for this reason there are schools 
which have relegated internship programs 
to the realm of impossibility. Other ob- 
stacles facing internship programming ar 
as follows: 

Today many ambitious and energetic 
accounting majors locate part-time ac- 
counting work while going to school and,f 
as a result, these students create theif) 
own brand of ‘“work-experience” and dof 
not need a school-sponsored or formalized 
program. These students supplement their 


income, gain valuable practical expesiany 
and learn things which make their clas§ 
work more meaningful. They have no d-) 
sire for an internship arranged by their) 
university; however, one must realize _ 
an internship program is not possible with 
out students. 
Many other schools continue to find the® 
semester system quite a handicap ant 
have not been able to implement an it-j 
ternship program. The main difficulty 1 
the semester system centers around tht 
time element. Students ofttimes refus 
to be inconvenienced and will not leav'§ 
early, come back late, take exams early 0} 
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on a make-up basis. There are schools, 
however, which arrange specific courses 
for interns before and after the internship 
period in order to make-up the work that 
js missed. This can be done and should be 
encouraged. Firms, too, should be en- 
couraged to be sympathetic to the school’s 
problems and do everything they can to 
help solve the difficulties. A large number 
of schools have overcome these problems, 
but there are others that have found in- 
temship to be too difficult under the 
semester system. 

Still another drawback to internship is 
the ROTC program. Students enrolled in 
the ROTC find it very difficult to leave 
the campus during the school year. Hous- 
ing is another problem. Maintaining two 
domiciles is expensive, and, if a married 
student has small children, the problem is 
further compounded. However, excep- 
tional success has been achieved in larger 
cities where the married men do not have 
to move. 

There are schools that have found the 
summer months to be quite profitable for 
internships, and some public accounting 
firms which face the difficulty of getting 
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interns during the school year are begin- 
ning to take interns during the summer 
months. Business is slack and staff mem- 
bers have a real opportunity to treat in- 
ternship as an accountant’s laboratory. 
The summer internship can definitely 
assist the student in bridging the gap be- 
tween classroom, textbook, and practice. 
The student can get a good idea of what 
public accounting is like, he can establish 
excellent job contacts, and he can very 
likely crystallize certain courses that he 
needs to improve his efficiency when he 
graduates. Furthermore, the firm has an 
opportunity to act as a real laboratory in 
this program. In some school-year intern- 
ships that take place during the tax season, 
the intern is given busy work to do such as 
footing, balancing, and routine reconcilia- 
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tion. Sometimes he doesn’t get adequate 
orientation or supervision. Occasionally 
students report repetition of work instead 
of diversification. The tax season is such a 
busy season that it may become very 
difficult to conduct a well-balanced pro- 
gram. 

Several universities and colleges have 
chosen small local industrial firms and pre- 
vailed upon them to give students a well- 
rounded and diversified experience during 
the summer months. If a firm will agree to 
use a student for eight to twelve weeks in 
the summer and provide him with some 
experience with inventory records, the 
payroll, general ledger, the cost depart- 
ment, time-keeping, etc., the student, the 
firm, and the school will profit by the ex- 
perience. In addition to practical account- 
ing matters, with which the student will 
come into contact, he will also become 
acquainted with the fact that he must 
learn to get along with people and develop 
judgment, personality, and confidence. He 
will also receive orientation, training, and 
supervision in regard to the firm’s chart of 
organization, financial structure, and per- 
sonnel problems and policies. 

An informal summer program with in- 
dustrial firms can be used advantageously 
where the intern might be used for vacation 
relief of permanent employees. Of course, 
the student gets little or no internship 
benefit from relieving different people in 
the payroll department for two or three 
weeks at a time, as little is gained if he 
spends his whole summer in one depart- 
ment. The vacation relief which provides 
the most desirable benefits must be of a 
varied nature. For example, it would be 
highly desirable if he could relieve someone 
in the cost department, someone else in 
general books, and someone else in inven- 
tory, etc. This summer approach elimi- 
nates many of the obstacles incurred dur- 
ing the school year. Draft boards leave 
the students alone. The intern doesn’t 
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have to leave early and/or come back late 
as might be necessitated under a semester 
system. 

It is, therefore, suggested that those 
schools having difficulty establishing for- 
mal public or industrial internship pro- 
grams during the school year might well 
give some thought to developing coopera- 
tive contacts for informal summer pro- 
grams. The average accounting student 
will be most happy to further his educa- 
tion in the summer if he doesn’t have to 
meet regular classes. Add the chance to 
increase his bank account through an in- 
formal summer internship with an indus- 
trial concern or public accounting firm and 
the incentive has been increased. Educa- 
tors can do a lot toward creating a “‘one- 
shot” arrangement with some firm in the 
summer. If students like it and educational 
institutions work on the idea, it is quite 
probable that many large and small indus- 
trial concerns will be most happy to co- 
operate in an academic venture that might 
well improve their chances of getting qual- 
ified personnel from university or college. 

Someone in the accounting department 
of the university has a job of selling to do 
with the firms. Someone must take the 
time to design and outline a program ac- 
ceptable to the firm, to the school, and to 
the student. Then someone must follow 
up and keep up on the current situation. 
Many firms realize the fine opportunities 
that are mutually beneficial to students, 
business, and education. There are literally 
hundreds of firms throughout the nation 
that would cooperate if they were ap- 
proached by education people; but they 
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do not feel that it is their responsibility 
to initiate the action. 

On the whole, the majority of public 

*saccounting firms and industrial concerns 
are doing an excellent job of internship, 
To do this employers should realize their 
part in the educational process and regard 
themselves as off-campus instructors, 
Many of the arts, techniques, and me. 
chanics of auditing, for example, do not 
lend themselves well to the classroom and 
the ideal place for them to be mastered, or 
at least confronted, is in the field of prac- 
tice itself. 

Distributive education under the 
George-Barden Act (which superseded the 
George-Deen Act) is at work on the high- 
school level in thousands of small com- 
munities all over the nation. The George. 
Barden Act provides funds to be used by 
states and cities for supervisors, coordina- 
tors, and teachers of distributive educa- 
tion. Cooperative arrangements between 
school systems and local employers provide 
students with part-time class work and 
part-time work with business firms. These 
cooperative part-time classes organized on 
a school and employment schedule com- 
bine vocational and related instruction 
with occupational experience in the kind 
of work in which the trainee hopes to ob- 
tain full-time employment. Therefore, it 
should be quite possible for colleges and 
universities to interest accounting depart- 
ments of industry in cooperative ventures. 
If high schools can put their youngsters 
in local business concerns on an internship 
basis, why can’t colleges and universities 
do the same? 
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The Teachers’,Clinic 


POSTGRADUATE TRAINING OF ACCOUNTING TEACHERS 
FOR THE SMALL COLLEGES* 


T. F. DEBNAM 
The Citadel 


I'd like to preface my remarks by say- 
ing that we at The Citadel do not consider 
it a small college. In fact, it is growing so 
rapidly since General Clark became presi- 
dent that we might some day catch up 
with Carolina and Clemson. This past year 
we had a 62% increase in enrollment of 
freshmen and present applications predict 
an even larger increase this fall. Business 
Administration is the largest department 
at The Citadel and has held this position 
since 1938. At the present time, there are 
13 men on the teaching staff and 312 stu- 
dents in the department. 

However, in considering the subject, 
“Postgraduate Training of Accounting 
Teachers for the Small College,” there is 
one aspect in which The Citadel could be 
considered more similar to the small college 
than to the large university—namely, we 
do not offer an accounting major. The aim 
of our department is to prepare our grad- 
uates to become well rounded junior execu- 
tives. There is no one in our department 
who teaches only accounting. A man might 
teach besides accounting, classes in in- 
vestments and corporate finance, or busi- 
ness law and statistics. Mr. McGowan was 
telling me about a friend of his, an instruc- 
tor in a small college in this state, who 
teaches English and accounting. 

So we can start with the premise that 
the postgraduate training of an accounting 
teacher in a small college should be as 
broad as possible. There is a definite trend 
to emphasize cultural background, basic 
training in business and economics, with 
the stress on the interpretation and use of 


*This paper was presented at the Eighth Annual 
Meeting of the Seadkeenienn Section, American Ac- 
counting Association, Columbia, South Carolina on 
March 23, 1956, 


accounting information rather than on the 
techniques of accounting. It is doubly 
important for the teacher in the small 
college to have had a broad education be- 
cause of the fact that he will probably be 
called on to teach other courses besides 
accounting. 

Any man who teaches should have a 
broad cultural background. The pendulum 
is swinging back to an increased apprecia- 
tion of the liberal arts. Fifteen or twenty 
years ago, we were in an era of specializa- 
tion. Culture for culture’s sake was con- 
sidered in some quarters, sort of like a 
“pink tea”—very nice if you were a dilet- 
tante with nothing else to do. But the man 
who wanted to get to the top in the profes- 
sions went in for specialization—methods, 
techniques, how-to-do-it on the university 
level. But nowadays, we are facing up to 
the fact that a cultural background is a big 
factor in getting to the top, and more im- 
portant, plays a considerable part in what 
a man is when he gets there. We have 
learned the lesson that drawing on the 
thinking of other men and other times is 
necessary to the broadening of our horizons 
and the deepening of the channels of our 
thinking. 

Hard-headed business, in its great need 
to develop executives, is recognizing the 
importance of cultural background. For 
instance, AT&T of New York is now 
conducting a unique experiment in execu- 
tive training. Currently, 14 Bell System 
companies are sending 24 company men to 
a ten-months course in the humanities at 
the University of Pennsylvania. 

Thirteen subjects on the agenda include 
history, music, world art, analytic reading, 
economic history and thought, and a de- 
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tailed study of James Joyce’s book Ulysses. 

Cleo F. Craig, AT&T president, said, 
“This is an unusual experiment organized 
to test the idea that a concentrated pro- 
gram in the liberal arts given to a promis- 
ing man at the threshold of his mature 
years, will significantly increase his execu- 
tive potential and his stature as a man.” 

John Markle, personnel vice-president, 
Bell Telephone Company of Pennsylvania 
says, ‘‘We think the humanities will help 
us solve a problem, and so we are using 
them.’ The problem boils down to this— 
how to combat the over-specialization that 
sometimes keeps men from succeeding 
when promoted to the policy-making level. 

Most important phase of the cultural 
background from the point of view of an 
accounting teacher is practice in using the 
English language, in writing and in speak- 
ing. College teachers as well as business 
men deplore the general low level of writ- 
ten and oral reports. Do you teachers here 
share with me the opinion that students 
do not write as well as they did 15 years 
ago? College teachers make a habit of 
“passing the buck” to the high schools. 
From my observation they do seem to 
require less and less in the way of written 
reports. Constant practice in writing and 
speaking should be an important part of 
training in high school, college and grad- 
uate school. Surely words are the most 
important tool of the teacher since his 
objective is to get the meaning across to 
others. Therefore, the effectiveness of a 
teacher depends largely on his knowledge 
and use of the language. 

The accounting teacher in a small college 
should have a broad training in economic 
theory and problems of business manage- 
ment, continuing his work in such courses 
as production, marketing, finance, and 
control at a higher level. Such courses 


' Wall Street Journal, February 21, 1956, p. 1. 
Ibid. 


The Accounting Review 


furnish the essential background which 
enable the teacher to present accounting in 
its proper perspective, i.e., as a highly 
useful tool in the solution of business prob. 
lems, and in the management and ap. 
praisal of operating results. Also, in the 
small college, it is very likely that he will 
teach one or more of these courses such as 
economics, or business management as well 
as his accounting classes. 

Professional and business men have 
criticized the accounting training and cur- 
ricula as “too much pointed up in technical 
training.’* The profession wants men with 
better training in business and econom- 
ics...more business men and _ fewer 
technicians. Willard J. Graham said, “Itis 
futile to train a person to collect, analyze 
and present in report form information for 
the control of business operations without 
acquainting him with the nature and 
significance of those operations.”* 

It follows that the accounting courses in 
graduate school should emphasize the use 
of accounting information for management 
purposes and for the interpretation of 
financial and economic data. It is pre- 
sumed, of course, that the prospective 
teacher has gained a thorough knowledge 
of the underlying accounting processes 
in his undergraduate courses. Evolution of 
accounting theory, or contemporary ac- 
counting theory and accounting seminars 
are the kind of courses that illuminate the 
field of thought and enable a teacher to 
convey to his students the proper perspec- 
tive of accounting and its relation to man- 
agement. 

The highly specialized courses in ac- 
counting technique have no place in the 
postgraduate training of a teacher. Cer- 
tainly, in a small college he would have 

*L. A. Smith. “Employers’ Conference Evaluates 
Accounting Curriculum,” Journal of Accounting, P. 
292, October 1948. 


‘ Willard J. Graham. “How Can Colleges Serve the 
Profession?” Journal of Accountancy, February 1956. 
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no use for them. And more frequently the 
question is being raised as to the worth of 
such courses for students planning to enter 
business or the profession of accounting. 
The opinion seems to prevail that this 
type training can best be secured after 
graduation along the specific lines called 
for on the job. At a conference of employers 
in 1948 on the accounting curricula the 
opinion was expressed that a course in 
human relations would be far better than 
one in municipal acccounting or stock 
brokerage accounting.® 

When we talk about postgraduate train- 
ing of the accounting teacher, we must not 
overlook the value of actual business ex- 
perience in accounting. Frankly, it seems 
tome that a man can not expect to reach 
his maximum effectiveness as an account- 
ing teacher until he has had such experi- 
ence. We have probably failed to do a good 
job of public relations in this phase of 
training. Colleges tend to be degree- 
conscious and the practice of accounting 
and even the CPA, the hall-mark of a 
professional accountant, has not been 
given sufficient recognition in educational 
circles. However, there are indications 
that business experience is gaining ap- 
proval in the academic field. For instance, 
one of the requirements for a Master’s 
degree in accounting from the University 
of Texas is 6 months internship® training 
in public or industrial accounting. The 
general examination before the degree is 
granted covers the courses as well as the 
internship training. This practical ex- 
perience, along with graduate courses, 
should offer an excellent opportunity for a 
prospective teacher to correlate the various 
phases of his knowledge. 

Many of you already know that our own 


Ibid. p. 4. 
_ §C. A. Smith, “University Offers Degree of Master 
in Professional Accounting, M.P.A.,” Journal of Ac- 
counting, February 1949, p. 141. 
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organization, the American Accounting 
Association, in the interest of raising the 
standards of teaching, is actively promot- 
ing faculty fellowships in industrial and 
professional accounting. The Association 
serves as a Clearing house, advising firms 
of appropriate fellowship arrangements and 
study programs and assisting teachers to 
obtain a fellowship in their field of interest. 

This program is made-to-order for the 
accounting teacher. “Through direct ex- 
perience with managements’ current prob- 
lems and with modern accounting tech- 
niques, participating accountants gain a 
clearer over-all comprehension of account- 
ing at work, and are better able to give 
their students up-to-date training.”’ Fac- 
culty fellowships, usually arranged for the 
summer months, can be set up for 4 weeks, 
6 weeks, or as long as an entire summer or 
a college quarter. Periods of a year may 
also be arranged which might be more in 
the nature of actual employment than a 
fellowship. There is one danger here... 
the college teacher might become accus- 
tomed to “‘living high on the hog”’ for this 
year and not be willing to return to the 
“Halls of Ivy.” Recent figures gave the 
average salaries of college professors as 
$3,600.00 for an instructor; $4,600.00 for 
an assistant professor; $5,600.00 for an 
associate and $7,000.00 for a full professor. 
It would not take too much of a siren-song 
to lure our erstwhile teachers away! 

But seriously, we can not over-evaluate 
the benefit of a program whereby a teacher 
has actual business experience. We often 
asociate our colleagues in the liberal arts 
with the Ivory Tower but we accountants 
can get lost up there in the mists of yester- 
year, too. The postgraduate training of an 
accounting teacher, in the small college or 
the large university, must continue as long 


7 Committee on Faculty Residency. “Faculty Fellow- 
ships in Industrial and Professional Accounting,” THE 
ACCOUNTING REviEw, October 1955, p. 605. 
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as he has the responsibility of training 
young people. Accounting must keep up- 
to-date with the developments in the 
application of accounting principles, ac- 
counting systems and controls. Recent 
advances in business electronics are per- 
haps the most dramatic development 
affecting accounting in recent years. The 
record keeping and data processing func- 
tions have been moved from its humble 
position as a bookkeeper’s concern into 
the spotlight of top-level management 


interest. Actually, the application of elec. 
tronics to the problems of accounting js 
just beginning. 

It behooves accounting teachers of all 
ages teaching in the small college or the 
large university to hustle down from the 
Ivory Tower and go into the busy market 
place, and find out what’s going on and 
why. An accounting teacher lives in 4 
dynamic world and the methods he teaches 
must be constantly renewed to adapt 
them to changing conditions. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


HENRY T. CHAMBERLAIN 


Institute of Accountants and were presented as the second half of the examination 
in accounting practice on November 8, 1956. 
The candidates were required to solve any four of the following five problems. The 
problems were of equal weight, the total for this section being 50 points. The time 
allowed for solution was four and a half hours. 


T= following problems were prepared by the Board of Examiners of the American 


Number 1 


The following trial balances are for Ranco Manufacturing Company as at December 


31, 1955. 
You are to prepare a statement of source and application of funds for the year ended 
December 31, 1955, and a schedule of working capital changes. 


RANCO MANUFACTURING COMPANY 


December 31 Increase 
or 
ASSETS 1955 1954 (Decrease) 

Cash surrender value of life insurance.................eesseeeee. 21,200 17,500 3,700 
12,800 14,600 (1,800) 
Marketable securities held for plant expansion................. A 98 ,000 _ 98 ,000 
ees 823 ,200 ,800 79,400 
(378,700) (310,400) (68 , 300) 

LIABILITIES 

$ 100,000 $ 50,000 ,000 
4% convertible debentures—due after 1 250,000 310,000 (60,000) 
Debenture installments due within one year.................605- 60,000 65 ,000 (5,000) 
213 ,900 228 , 200 (14,300) 


The following additional information is to be considered: 


On June 10, 1955 the company’s directors declared a cash dividend of $1.25 per share 
payable on July 1, 1955 to stockholders of record June 20, 1955 and also declared a 
100% stock dividend payable at the same time. An analysis of the fixed asset accounts 
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Number 2 


The XYZ Company had a fire at their Los Angeles plant on July 15, 1956 which de. 
stroyed part of their inventory of finished goods. The company carries fire insurance on 
inventories in the amount of $120,000, and the policy has an 80% “‘coinsurance clause.” 


shows that machinery and equipment was purchased in 1955 at a cost of $197,900 ang 
certain obsolete equipment having a net book value of $36,200 was sold for $25,000, 
No other entries were recorded in fixed asset and related accounts other than routine 
charges to operations for depreciation, etc. The company wrote off accounts receivable 
aggregating $2,400 during the year as uncollectible. 


The value of the inventories not destroyed was found to be $85,000 on July 15, 1956, 


An analysis of some of the general ledger accounts indicates these balances: 


Cash... 


Accounts receivable—customers........ 


Machinery and equipment—factory......... 
Allowance for depreciation—M & E....... 


Accounts payable—trade.............. 
Capital stock......... 

Retained earnings. . 
Administration expense... .. 


Depreciation—machinery and equipment. . 
Direct labor—factory................... 


Freight in. ... 
Miscellaneous manufacturing expenses. . 
Payroll taxes—factory............. 
Purchases of materials............ 
Purchase discounts................ 
Sales commissions. ..... 

Sales returns and allowances 

Small tools expense. .... 


An inventory of materials, work-in-process and finished goods is taken annually at 
the close of the calendar year. At December 31, 1954, the amount of the inventory was 
$155,000; at December 31, 1955 the amount was $165,000. An analysis of the trial 
balance accounts at July 15, 1956 indicated the following: (1) Material in transit in the 
amount of $5,000 had not been recorded in any of the accounts. (2) The company had 
been billed for $4,010 of material that had not been received, although the entire amount 


has been recorded in purchases. 


On the basis of the preceding information, you are asked to: 


July 15, 
1956 

$ 118,250 
125 ,000 
165 ,000 
40 ,000 


(28,000) 
(85,000) 
(100,000) 
(238, 800) 


a. Determine the amount of inventory on hand at July 15, 1956. 


b. Compute the amount of money the company would receive from the insurance j 
company as a result of the loss. 


Number 3 


The Incredible Gadget Corp. manufactures a single product. Its operations are 4 
continuing process carried on in two departments—the Machining department and the 
Assembly and finishing department. Materials are added to the product in each depart § 
ment without increasing the number of units produced. 


December 31, 
1955 


i] 


_ 


Noe 
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tot 
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$ 110,000 
125,000 
: 155 ,000 Mai 
40000 
(25,000) 
(75,000) 
(100 ,000) 
(236,000) 
4,000 8, 200 
1000 
111,000 . 
200 dey 
6,400 
2°275 N 
(175) 
1,200 
126,500 
(6,000) 
(275,000) 
5,000 
12,000 
1,500 
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:900 and In the month of May 1956, the records showed that 75,000 units were put in produc- 
$25,000. f tion in the machining department. Of these units, 60,000 were completed and transferred 
| routine § to assembly and finishing, and 15,000 were left in process with all materials applied but 
‘ceivable | yith only } of the required labor and overhead. 
In the assembly and finishing department 50,000 units were completed and transferred 
to the finished stock room during the month. Nine thousand units were in process on 
; May 31, 1,000 units having been destroyed in production with no scrap value. All 
hich de. required materials had been applied to the 9,000 units and # of the labor and overhead, 
— 0 F but only } of the prescribed material and labor had been applied to the 1,000 units 
Clause,” lost in process. 
1956. There was no work in process in either department at the first of the month. 
The cost of units lost in production should be treated as additional overhead in the 
ember 31, | assembly and finishing department. a 
= Cost records showed the following charges during the month: 
125700 Materials Labor Overhead 
155,000 Machining $120,000 $87,100 $39,000 
Assembly and finishing 41,650 101,700 56,810* 
(75,000) * Does not include the cost of spoiled units. 
100,000) 
a a. Prepare in good form a statement showing the unit cost for the month. 
5,000 b. Prepare a schedule showing the details of the work-in-process inventory in each 
= department. 
20°00 Number 4 
6300 As an independent public accountant, you have been engaged to prepare certain 
my information relating to the comparison of the following three methods of computing 
(8,000). depreciation: 
(1) Straight-line 
(2) Sum-of-the-years-digits 
(3) Declining balance 
— a. Explain these three methods. 
he tl b. Assuming the following information, prepare a summary of property and allowance 
t in the § for depreciation, showing beginning balances, additions and retirements, and end- 
ny had f ing balances for the years 1955 and 1956 based on the three above-described meth- 
weet i ods. For the purpose of recording depreciation, take one-half year in the year of 
; acquisition and full year in year of retirement. Take maximum depreciation allowed 
under provisions of the Internal Revenue Code of 1954. 
Year Property Acquired Estimated Useful Sales or Retirements 
t Life Year of Acquisition Amount 
surance | 1955 $50,000 10 years 


1956 20,000 10 years 1955 $7,000 
Disregard any salvage value for depreciation purposes. 


area Number 5 


nd the | The partnership of A and B is distributor for a nationally-advertised line of farm im- 
lepart: § plements in a small town. The partnership also operates a small lumber yard. B is 
retired and has agreed to sell his interest in the partnership to A at book value as of 
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March 31; 1956. B is willing to accept A’s 5% notes payable in four annual instalments 
of $3,000 each beginning October 1, 1956 and all of the notes receivable held by the 
partnership in part payment for his interest, the remainder of the purchase price to be 
paid during April 1956 from cash of the dissolved partnership. 

You are to prepare balance sheets for the partnership as of March 31, 1956 and for 
the new proprietorship as of April 1, 1956. 

The trial balance of the partnership as of March 31, 1956 and additional information 
follow: 


$55 ,450 $55, 450 


Additional Information 


1. Ais the active manager of the business and draws a salary of $500 per month. The 
remaining profits or losses are distributed equally between the partners. The partnership 
normally closes its books on a calendar year basis. 

2. The cash account is properly stated. 

3. The aggregate of the detail accounts receivable is $14,900 and includes $5,650 in 
notes receivable. Prior years’ tax returns indicate that certain accounts have been 
written off but no record has been kept of the detail of such write-offs. The partners 
agree that all the notes receivable are collectible but that $1,050 of the accounts are 
uncollectible. 

4. The latest physical inventory was taken on December 31, 1955 and consisted of the 
following: implements, $10,300; implement parts, $7,800; lumber, $4,400; and a used 
truck, $1,200. The truck is used in the business and was priced at estimated resale value. 
The cost of the truck is not known, but the partners estimate that it had a useful life of § 
three years at December 31, 1955. The inventory was charged to the merchandise ac- 
count on January 1, 1956. Other transactions recorded in the merchandise account to 
March 31, 1956 consist of purchases of $38,400 and sales of 39,600. Purchases have been 
set up in accounts payable. ‘ 

5. Property consists of land, $250; buildings, $2,000; and equipment, $5,000. The 
detail records indicate that these amounts represent cost. 

6. Expenses for the three months include A’s salary. Other salaries and wages for the 
same period aggregated $3,500. 

7. Accounts payable to vendors other than the implement manufacturer have been § 
accrued on the basis of statements received. No vendors have been omitted in this § 
accrual. The account payable to the implement manufacturer as shown by the books 
does not agree with that vendor’s statement as of March 31, 1956. You are able to 
determine that the difference is due to improper handling of the 2% cash discount al- 
lowed on $30,000 of invoices paid during the first three months of 1955. These invoices 
were accrued gross but only the net amount paid has been charged against the accounts 
payable control account. 
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8. Your review of tax returns for the most recent three years reveals that the invoice 
cost of merchandise sold has averaged 75% of sales. You also note that a $2,000 reserve 
for depreciation appears on the balance sheet in the 1955 tax return. Depreciation has 
been provided in the return on the basis of a twenty-year life for the buildings and a 


ten-year life for machinery and equipment. 


Solution to Problem 1 


RANCO MANUFACTURING CO. 
SCHEDULE OF WORKING CAPITAL CHANGES 
DECEMBER 31, 1956 


December 31 Increase 
or 
1955 1954 (Decrease) 
CURRENT ASSETS: 
Total Current $469,400.00 $525,000.00 $(55 , 600.00) 
CURRENT LIABILITIES: 
58 , 400 .00 63 , 200.00 (4,800.00) 
Debentures due within one 60,000.00 65,000.00 (5,000.00) 
Computation of Depreciation Expense: 
Add: Allowance for depreciation applicable to machinery sold: 
$941 , 700.00 
Less: Machinery & equipment at 12-31-55. 823 , 200.00 
Lem: Net Book WANS Of 36,200.00 
Computation of Funds Provided from Operations: 
Add: Expenses for which funds were not expended: 
11,200.00 
Amortization of leasehold improvements.............0.sseseeeeseeees 8,100.00 171,700.00 
$385 , 600.00 
Less: Deferred income from prior years included in current income. ...........s.seeeeeees 2,100.00 


$383 , 500.00 


17,600 
20,550 
17,300 
$55,450 
{ 
—____ } 
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Solution to Problem 1—continued 


Solut 
THE RANCO MANUFACTURING CO. a) Co 
STATEMENT OF APPLICATION OF FUNDS ia 
DECEMBER 31, 1955 
FUNDS APPLIED: 
To reclassification of debentures as current 60,000.00 
To increase in cash surrender value life ins..................0.cccceecccececceees ; 3,700.00 
FUNDS PROVIDED: I 
Net decrease in working capital (per $ 88, 100.00 
Solution to Problem 2—continued 
THE XYZ COMPANY 
JULY 15, 1956 
Computation of Gross Profit Ratio for 1955: 
Less: Cost of sales: (b) 
Material: 
$435 ,000.00 
$173 ,000.00 So 
Depreciation of machinery and 5,000.00 


§ $418 000.0 
Computation of 1956 Cost of Sales: j 
Cest of sales for period ending July 15, 
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Solution to Problem 2—continued 


(a) Computation of Inventory at 7-31-56: 


Less: Costs other than material: 
00.00 Material Used $106 00 
7 Inveniory on Hand at 7-15-56 
a Suppliers bills included in purchases for goods not received.............. 4,010.00 
— $ 10,010.00 
$281,490.00 
(b) Computation of Amount Recoverable from Insurance: 
Amount of insurance required under 80% co-insurance clause (80% of 
120,000.00 
$120,000 
,000 
Solution to Problem 3 
INCREDIBLE GADGET CORP. 
j COMPUTATION OF UNIT COSTS 
MAY 31, 1956 
No.of Cost 
H Actual Equivalent Total Cost per 
Units Units Unit 
Machining Dept. 
000:00 | Overhead... Sie 75 ,000 65 ,000 39,000.00 -60 
000.00 | $246,100.00 $3.54 
'% Transferred to ass’y and finishing dept................... 50,000 50,000 212,400.00 
Work in process at 5-31-56. ............00c0c0ceeceeees $ 33,700.00 
00.00 F Assembly and Finishing Dept. 
Material: 
60,000 59,500 $41,650.00 $ .70 
By Cost of material spoiled................000.--sneeees 1,000 500 350.00 .70 
$ 41,300.00 
Transferred to finished goods... 50,000 50,000 35,000.00 .70 


$ 6,300.00 


Material in process at 5-31-56. 
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Labor: 
$101 , 700.00 
900 .00 


$100 , 800.00 
Transferred to finished goods 90,000.00 


Labor in process at 5-31-56 $ 10,800.00 


Overhead: 
Cost of overhead..... m $ 56,810.00 
Spoiled units: 
Machining dept. costs (1 ,000@$3 .54) 3,540.00 
Ass’y dept. cost: 
Material. 
Labor... 


Transferred to finished goods 


Overhead in process at 5-31-56 


(a) Summary of Unit Costs for May: 
Machining 
Material. . 
Labor. 
Overhead 


Assembly and Finishing Dept. 
Material. . 
Labor... 
Overhead. . 
Total 


(b) Summary of Work in Process at May 31, 1956: 
Per Cent 
Complete 
Machining mead 15,000 units: 
Material. . . 
Labor 
Overhead 


Total Machinery Dept 


Assembly and Finishing Dept. 
Transferred costs from Machinery Dept 
Material... . 

Labor. . 
Overhead. . 


Total Assembly and Finishing Dept 


Solution to Problem 4 


Part A 


(1) Straight-line method. This is a method which spreads the cost (or cost less estimated salvage value) in equal 
annual amounts over the estimated useful life of an asset. 

(2) Sum-of-the-years-digits method. This method spreads the cost (or cost less estimated salvage value) in de- 
creasing annual amounts over the estimated useful life of an asset. A total amount is determined by adding 
the figures representing the remaining life of the asset at the beginning of each year. This total is the “sum 


of the digits.” Each year an amount is written off for depreciation equal to the fraction the nu nerator i 


of which is the remaining life at the beginning of that year and the denominator is the “‘sum of the digits.” 


(3) 


Part, 


1.80 

= 
(1) 
60,000 56,000 $61,600.00 
50,000 50,000 55,000.00 1.10 
$7.4 
Amount 
$24,000.00 
3,000.00 | 
$89 , 260.00 


Declining balance method. This method applies a fixed percentage to the cost or cost less accrued depreciation 
$1.80 8) figure to determine the depreciation charge for the current year. The formula for determining this fixed 
1.80 F percentage is as follows: 
Let: r=fixed percentage 
5 N=estimated useful life of asset 
1.8 s=estimated scrap value 
c=cost of asset 
r=1— 
This method may be used for Federal tax purposes with a limitation on the fixed percentage to twice the 
straight-line rate. 
Port B 
(1) Straight-line Depreciation : 
Provision 
Assets Reserve 
$1.10 1955 1956 
1.10 $50,000.00 $2,500.00 $ 5,000.00 
Balances at end of 1955..................- $50,000.00 $ 2,500.00 
Balances at end of 1956...............ee00. $63 ,000.00 $ 7,450.00 
Computation: 
3.60 1955: 

$7.14 1956: 

ount 

100 .00 
00.00 
(2) Sum of the Years Digits 
00.00 “ Provision 
j ssets Reserve 

1955 1956 

$50,000.00 $4,545.45 $ 8,636.20 

ISS ddeprec, .... $ 4,545.45 $4,545.45 

00.00 end of $50,000.00 $ 4,545.45 

Balances at end of $63 ,000.00 $13 , 154.27 
Computation: 
1955: 

) inde 1955 additions: 

digits.” 1956 retirements: 
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$13,154.27 


7 
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(3) Declining Balance 


Provision 
Asset Reserve 
1955 1956 
$50,000.00 $5,000.00 $ 9,000.00 
Balances at end of 1955................... $50,000.00 $ 5,000.00 
1956 retirements. . (7,000.00) (1,960.00) 
at ond of 1906... $63 ,000.00 $14,040.00 
Computation: 
1955: 
1956: 
1956 retirements: 


Note: 1954 Internal Revenue Code permits a rate not to exceed twice the straight-line rate, in this case 
20% or 2X10%. 


Solution to Problem 5 
THE A AND B PARTNERSHIP 


BALANCE SHEET WORKING PAPER 
MARCH 31, 1956 


Trial Balance at Transactions and Profit & Loss Distribution Balance Sheet 
3-31-56 (Unadjusted) Adjustments of Profit at 31-3-56 
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
Cash ; -- $7,100 $ 7,100 
Accounts receivable a 12,050 (2) $ 1,050 
(1) 2,800 8,200 
Merchandise account , 22,500 (4) $39,600 (6) 29,700 
(3) 1,200 31,200 
Property 7,280 (3) 1,200 8,450 
Expense 6,550 $ 6,550 
Accounts payable $17,600 (5) 600 $17,000 
A Capital. ; 20,550 (2) 525 
(7) 1,000 (1) 1,425 $1,850 22,300 
B Capital 17,300 (2) 525 
(7) 1,000 (1) 1,425 1,850 19,050 


$55,450 $55,450 


Notes receivable (1) 5,650 5,650 
Sales. , errr (4) 39,600 $39 ,600 
Discounts earned (5) 600 600 
Cost of sales cepdsieea (6) 29,700 29,700 
Reserve for depreciation (8) 250 
(7) 2,000 2,250 
Depreciation expense 250 250 
$80,050 $80,050 $36,500 $40,200 
Net profit for the period (after A’s salary)............. : reaaee 3,700 ( 3,700) 


$40,200 $40,200 


KEY TO ADJUSTMENTS 

(1) To recognize the unrecorded receivables and to reclassify these accounts secured by notes. 

(2) To write off those accounts not deemed collectable. 

(3) To reclassify the truck, carried in inventory, as a fixed asset. 

(4) To remove the period’s sales from the merchandise account. 

(5) To record the discount allowed by the supplier. 

(6) To record cost of sales for the period at 75% of sales. 

(7) To record depreciation of property for prior periods. 

(8) To record depreciation expense for the period as follows: 
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Solution to Problem 5—continued 


BALANCE SHEET 


A and B A 
Partnership Proprietorship 
March 31 April 1 
1956 1956 
ASSETS 
Current Assets: 
Fixed Assets: 
250. 250.00 
LIABILITIES AND CAPITAL 
Current Liabilities: 
Long-term Liabilities: 
Notes payable, 5%, $3,000.00 each, due Oct. 31, 1957, 1958 and 1959................... $ 9,000.00 
CAPITAL 
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56 
100.00 
) 
this case 
Sheet 
$17,0% 
19,030 
$60, 60% 


PROFESSIONAL EXAMINATIONS 
THEORY OF ACCOUNTS 


WILLARD J. GRAHAM 


of the November, 1956, C.P.A. Ex- 

amination was given on Friday, 
November 9, in a three and one-half hour 
ession from 1:30 p.m. to 5:00 p.m. There 
were two groups of questions included. All 
four question in the first group were re- 
quired, five were to be selected from seven 
in the second group. 


NOTE TO CANDIDATES: To save 
candidates the time of computing their 
own time budgets for each problem, nota- 
tions of estimated time requirements are 
furnished for each problem to be answered 
separately, and in the aggregate for all 
problems to be answered out of a group 
where options are involved. The estimated 
time allowances are approximately propor- 
tional to their point value, the total of 
which for this examination is 100 points. 


GROUP I 
(Answer all question in this group) 
(Estimated to 35 


Ts examination in theory of accounts 


Number 1 time—25 


minutes) 


Write the numbers 1 through 20 on an 
answer sheet. Choose the best answer to 
each of the following questions: 

(Note: To facilitate study of the twenty separate 
questions in Number 1, each answer, frequently with a 
comment not required of the candidate, is placed direct- 
ly below the question.) 

a. For each question, imsert on the 
answer sheet the letter which identifies the 
answer you select. 


Question (1): An inventory method which 
developed from consideration of the flow of 
costs rather than the flow of goods is: 


(a) First in, first out 
(b) Last in, first out 
(c) Specific identification 


(d) Standard cost 
(e) Answer not given 


Answer (1): (b). The LIFO method ignores 
the ‘flow of goods” and charges to Cost of 
Goods Sold the last costs incurred—the 
closest approximation to current replace. 
ment costs possible under a_ so-called 
“derived cost”? method. Under the FIFO 
method, with important exceptions, the 
“flow of costs” tends to follow the “flow of 
goods”; only under the specific identifica. 
tion method do the two “flows”’ coincide 
precisely. 


Question (2): An inventory method which 
is designed to approximate inventory valv- 
ation at the lower of cost or market is: 


(a) Last in, first out 
(b) First in, first out 
(c) Base stock 

(d) Retail 

(e) Answer not given 


Answer (2): (d). The accepted practice of 
excluding markdowns in the computation 
of the percentage relationship of inventory 
“value” to selling price results in a ‘“‘value” 
that is approximately the lower of cost or | 
market. The inclusion of markdowns in | 
this computation would produce a “value” 
approximating cost. 


Question (3): An inventory method which 
is particularly useful in connection with | 
the valuation of the overhead element of 
work-in-process is: 


(a) Physical count 

(b) Specific identification 

(c) Market price of product less cost of 
disposition 

(d) Standard cost 

(e) Answer not given 
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inswer (3): (d). This method does not re- 
dect in inventory value the cost effects of 
guctuating volume of production. 


Question (4): An inventory valuation pro- 
edure which is particularly adaptable to 
accounting for by-products is: 


(a) First in, first out 

(b) Last in, first out 

(c) Market price of product less cost 
of disposition 

(d) Common costs 

(e) Answer not given 


Answer (4): (c). Since by-products are 
“ested” only subsequent to the “split- 
of” point and net proceeds from their 
disposition credited to the cost of the 
principal product, this method is the only 


| reasonable approach to an inventory valu- 
ation. 


} Question (5): An inventory method which 
F cannot be used in conjunction with valua- 


tion at the lower of cost or market is: 


(a) First in, first out 

(b) Weighted average cost 
(c) Specific identification 
(d) Unweighted average cost 
(e) Answer not given 


Answer (5): (e). 


Question (6): An inventory method which 
is not acceptable for federal income tax 


purposes is: 


(a) Base stock 

(b) Lower of cost or market 
(c) Last in, first out 

(d) Specific identification 
(e) Answer not given 


Answer (6): (a). 


Question (7): In situations where there is a 
rapid inventory turnover, an inventory 
method which produces almost the same 
results as the first in, first out method is: 


(a) Average cost 


(b) Base stock 
(c) Joint costs 
(d) Prime cost 
(e) Answer not given 


Answer (7): (a). In the situation described 
the much greater effect of latest purchase 
costs (or production costs) relative to the 
effect of the “earlier” costs produces an 
inventory “value” substantially the same 
as under the FIFO method where only the 
latest costs are reflected. 


Question (8): An inventory method which 
necessitates the keeping of a perpetual in- 
ventory record is: 


(a) First in, first out 

(b) Retail 

(c) Base stock 

(d) Market price of product less cost of 
disposition 

(e) Answer not given 


Answer (8): (b) is probably the best choice 
although minimum records for the retail 
method, by inventory groups, include only 
the dollar amounts of purchases, markups, 
additional markups and their cancellation, 
markdowns, and sales. 


Question (9): An inventory method which 
may be used for federal income tax pur- 
poses only if it is used for general account- 
ing purposes is: 

(a) Specific identification 

(b) Last in, first out 

(c) First in, first out 

(d) Market price less cost of disposition 

(e) Answer not given 


Answer (9): (b). 


Question (10): In a period of rising prices, 
the inventory on the balance sheet is 
valued nearest to current cost when the 
inventory method being used is: 


(a) Base stock 
(b) Last in, first out 
(c) Specific identification 


| 325 
ignores 
Cost of 
ed—the 
replace- | 
0-called 
> FIFO 
ns, the 
‘flow of 
ntifica- 
oincide 
which 
y valu. § 
is: | 


326 The Accounting Reriew 
(d) Retail Answer (11): (e). 100 units @ $1.70=$179, | physic 
(e) Net realizable value U2): If show 
Question (12): If a perpetual inventory not as 
Answer (10): The choice veg vi not clear- record of material A is operated on a LIFO Ff dosing 
cut. Since FIF O, the best answer, is not basis, it will show a closing inventory of: 
among the available options, one might (a) 
choose: (a) $150 (d) $160 (b) 
152 17 
(e) if the computation is assumed to 
allow for a normal profit; om Answe 
(c) if there is assumed to be a fairly Answer (12): (b). 90 units @ $150 plus 10 | $170. 
rapid turnover and an actual flow units at $1.70 equals $152. Under a per- — with 
of goods substantially the same as__petual LIFO inventory plan, even a tem. § tems. 
under FIFO; neither of these is a porary depletion of inventory below the | 
very good assumption for this amount of the initial inventory results ina Quests 
method; loss of the “base price” on the unit amount 
(d) if none of the foregoing assumptions of the depletion. (Contrast with 15 below.) that ¢ 
is valid, the retail method, which physi 
approximates the lower of cost or (Question (13): If a perpetual inventory show 
market, may be nearest to the record of material A is operating on a | %"' 
current costs. moving average basis, it will show a closing —_ 
b. The Saunders Corporation uses *”eMlory, which is: . 
raw material A in a manufacturing process. (a) Lower than on the LIFO basis (b) 
Information as to balances on hand, pur- (b) Lower than on the FIFO basis (c) 
chases and requisitions of material A are (c) Higher than on the FIFO basis Ansu 
given in the following table. You are to (d) Answer not given $150, 
RAW MATERIAL A - 
Quantities Dollars 
venti 
Date Received Issued Balance Unit Price Received Issued Balance “has 
Jan. 1 100 $150 > 
Jan. 24 300 400 1.56 $468 | to it 
Feb. 8 80 320 peri 
Mar. 16 140 180 
June 11 150 330 1.60 240 ; 
Aug. 18 130 200 «CC. 
Sept. 6 110 90 r onJ 
Oct. 15 150 240 1.70 255 ase 
Dec. 29 140 100 , inve 
met! 
choose the best answer to each question Amswer (13): (b). Costs have been increas 9 fory 
based on this information. For each ques- ing during the period and more of the § whi 
tion, imsert on the answer sheet the letter earlier (and lower) costs are reflected under | ques 
which identifies the answer you select. the moving average method than undet F angy 
FIFO which reflects only the latest costs. | ays, 


Question (11): If a perpetual inventory rec- 
ord of material A is operated on a FIFO 
basis, it will show a closing inventory of: 


(a) $150 (d) $162 
(b) $152 (e) $170 
(c) $159 (f) Answer not given 


The amount of the difference is influenced 
by the rapidity of turnover (see (7)). 


Question (14): Assume that no perpetual f 
inventory is maintained for material A and § 
that quantities are obtained by an annua [ 
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physical count. The accounting records 
show information as to purchases but 
not as to issues. On this assumption the 
dosing inventory on a FIFO basis will be: 


(a) $150 (d) $160 
(b) $156 (e) $170 
(c) $159 (f) Answer not given 


Answer (14): (e). 100 units @ $1.70 equals 
$170. Under FIFO the answer is the same 
with perpetual or periodic inventory sys- 
tems. (see (11)). 


Question (15): Assume that no perpetual 
inventory is maintained for material A and 
that quantities are obtained by an annual 
physical count. The accounting records 
show information as to purchases but not 
as to issues. On this assumption the closing 
inventory on a LIFO basis will be: 
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(a) $150 (d) $160 
(b) $152 (e) $170 
(c) $156 ({) Answer not given 
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Answer (15): (a). 100 units @ $1.50 equals 
$150. Under a periodic LIFO inventory 
plan a temporary depletion of the inven- 
tory below the amount of the initial in- 
ventory does not result in a loss of the 
“base price,” if the inventory is built up 
to its initial amount by the end of the 
period (contrast with (12) above). 


c. The Berg Corporation began business 
on January 1, 1954. Information about its 
inventories under different valuation 
methods is shown below. Using this in- 
formation you are to choose the phrase 
which best answers each of the following 
questions. For each question, insert on the 
answer sheet the letter which identifies the 
answer you select. 
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Question (16): The inventory basis which 
would show the highest net income for 1954 
is: 


(a) LIFO cost 

(b) FIFO cost 

(c) Market 

(d) Lower of cost or market 


Answer (16): (a). Shows the highest final 
inventory, at December 31, 1954 ($10,200). 


Question (17): The inventory basis which 
would show the highest net income for 1955 
is: 


(a) LIFO cost 

(b) FIFO cost 

(c) Market 

(d) Lower of cost or market 


Answer (17): (d). Shows the least decline 
in inventory value during 1955 ($8,900 
minus $8,500 equals $400). 


Question (18): The inventory basis which 
would show the lowest net income for the 
three years combined is: 


(a) LIFO cost 

(b) FIFO cost 

(c) Market 

(d) Lower of cost or market 


Answer (18): (a). Shows the lowest final 
inventory, at the end of the three year 
period ($10,300). 


Question (19): For the year 1955, how 
much higher or lower would profits be on 
the FIFO cost basis than on the lower of 
cost or market basis? 


(a) $400 higher 
(b) $400 lower 
(c) $600 higher 
(d) $600 lower 


(e) $1,000 higher 
(f) $1,000 lower 
(g) $1,400 higher 
(h) $1,400 lower 


INVENTORY 
Lower of Cost 
Dec. 31, 1954 $10,200 $10,000 $ 9,600 $ 8,900 
Dec. 31, 1955 9,1 : 8,800 8,500 
Dec. 31, 1956 10,300 11,000 12,000 10,900 
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is 
Hance 
5150 
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Answer (19): (d). Shows $600 more decline 
in inventory value during 1955. 
($10,000 —$9,000) — ($8,900 —$8,500) = $600. 


Question (20) : On the basis of the informa- 
tion given, it appears that the movement of 
prices for the items in the inventory was: 


(a) Up in 1954 and down in 1956 
(b) Up in both 1954 and 1956 

(c) Down in 1954 and up in 1956 
(d) Down in both 1954 and 1956 


Answer (20): (c). At end of 1954 market 
was lower than cost; at end of 1956 market 
was higher than cost. 


Number 2 
minutes) 


(Estimated time—20 to 28 


The chief engineer of a manufacturing 
firm suggested in a conference of the com- 
pany’s executives that the accountants 
should speed up depreciation on the 
machinery in Department 3 because im- 
provements are making those machines 
obsolete very rapidly, and we want to have a 
depreciation fund big enough to cover their 
replacement. 

Discuss fully the accounting concept of 
depreciation and the effect on a business 
concern of the depreciation recorded for 
fixed assets, paying particular attention 
to the issues raised by the chief engineer. 
Answer 2 

In accounting, depreciation is a process 
of cost allocation—the systematic ap- 
portionment of the cost of an asset over 
its useful life. The allocation of cost among 
the successive accounting periods should 
bear a proper relationship to the value of 
the services rendered by the asset in the 
respective accounting periods. In the in- 
stant case, where “improvements are mak- 
ing these machines obsolete very rapidly,” 
it is quite evident that, in this changing 
technological environment, the value of 
the services being rendered by these ma- 
chines is declining very rapidly from period 
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to period; apparently, too, the total usefyl 
life will be relatively short. It follows: (a) 
that depreciation should be at a relatively 
high rate, and (b) that a declining-amount | © 
method should be used in order to provide 


for higher charges in the early accounting 
periods when the value of the machine’s | 02 
services is greatest, and lower charges in | ™ 
later accounting periods as the value of the | {0 
services of the machines becomes succes. | {ul 
sively less and less. ex] 
The relationship between the amount of . 


the depreciation charge and the availabij- 
ity of funds for replacement is only in. ( 
direct. The larger (or the earlier) the 
charge, the greater the reported total cost 
and expense, the less the reported net} 


income, the less the reported retained 
earnings /egally available for dividends 
All of this has no influence on funds for f 4 
replacement unless the lower reported {un 
figures for net income and retained eam-§ 
ings influence management decisions. For I 
example, on the basis of these reported} 
figures management might decide: of 
(a) to distribute less in dividends than — ™ 
it otherwise would (which would hold funds 4 
in the business); or abl 
(b) to take some other action that would§ Y® 
have the effect of increasing the funds of 
within the business; possible examples effe 
are increased selling prices, stronger r-§ 
sistance to wage increases, stricter credit 
and collection policies, tighter control o tof 
expenses, etc. One of the most importait® 
functions of accounting information #5 to 
influence such management decisions ; 
Therefore it is quite likely that a sound C 
depreciation policy which correctly reflects} ws 
costs and income will influence manage om 
ment decisions in the direction of a ful 4 
“recovery” of the cost of the asset and the . 
retention in the business of an equivalen! - 
amount. Indeed, during the past fiftee 
years of constantly increasing replace ' 
ment costs, management has been force ( 
to retain in the business substantilf | 
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amounts of retained earnings to cover re- 
placement costs in excess of the amounts 
“recovered” by depreciation charges based 
on (lower) original costs. 

Any increased “funds” resulting from 
such managerial decisions are not ordi- 
narily segregated in a “fund for replace- 
ment” but are merged with other funds 
from other sources; some of these total 
funds, may by management decision, be 
expended for replacements, in amounts 
either greater or less than the depreciation 
charges. 

On the usual “Funds Statement” de- 
preciation is shown as a “source of funds.” 
This is somewhat misleading. Actually, 
on this statement depreciation is added 
back to net income to determine the 
amount of “‘net income before deprecia- 
tion.” This latter amount is a source of 
funds which is not affected by the amount 
of depreciation, which is a non-cash charge. 

It should be noted here that in the 
determination of taxable income, the amount 
of the depreciation deduction has an 
immediate and direct effect on funds. The 
declining-amount methods now allow- 
able permit larger deductions in the early 
years of useful life and hence a deferment 
of tax payments. On a single asset this 
effects only a temporary increase in funds; 
on a group of assets in a going business the 
result is a relatively permanent addition 
to funds. 


Number 3 (Estimated time—23 to 30 min- 
ules) 


The American Institute of Accountants 
Committee on Terminology has suggested 
certain changes in expresssions used in the 
presentation of financial statements. 
Listed below are eight expressions or 
phrases which have been used by the ac- 
counting profession in the past. 


a. Give an alternate term suggested by the 
Committee. 
b. Give a brief reason for their suggested 
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change. (You may group together or 

combine your explanation for two or 

more phrases if you find it helpful to do 

so.) 

(1) Reserve for bad debts 

(2) Net profit 

(3) Earned surplus 

(4) Paid-in surplus 

(5) Reserve for contingent liabilities 
(as shown in the liability section of 
the balance sheet) 

(6) Reserve for income taxes 

(7) Reappraisal surplus 

(8) Reserve for inventory decline (as 
shown in the capital section of the 
balance sheet) 


Answer 3 
a. Alternate terms suggested by the Com- 


mittee: 


(1) Reserve for bad debis—‘‘Allowance 
for doubtful accounts” ; “Estimated 
loss on collections.” 

(2) Net profi—“Net earnings”; 
income.” 

(3) Earned surplus—‘Retained earn- 
ings’; ‘‘Retained income”; “‘Accu- 
mulated earnings.” 

(4) Paid-in Surplus—Capital contrib- 
uted in excess of par or stated 
value of stock”; “Additional con- 
tributed capital.” 

(5) Reserve for contingent liabilities (as 
shown in the liability section of the 
balance sheet)—‘‘Estimated liabil- 
ity for (name of liability)’’; “Pro- 
vision for contingent liabilities;” 
“Provision for (name of liability).” 

(6) Reserve for income taxes—“Income 
taxes payable”; ‘Accrued income 
taxes’; “Provision for taxes on 
income.” 

(7) Reappraisal surplus—Apprecia- 
tion of fixed assets”; “Excess of 
appraised value of fixed assets over 
cost.” 

(8) Reserve for inventory decline (as 
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shown in the capital section of the 
balance sheet)—“‘Appropriated for 
possible future inventory loss.” 


b. Reasons for suggested changes: 


Four of the terms ((1), (5), (6), and (8)) 
include the word “Reserve.” In general 
usage, outside of accounting, a reserve 
ordinarily means a fund of cash or other 
assets. The term implies that there is 
something that can be “drawn upon” to 
meet a possible (or certain) future need. 
In accounting the term has been used to 
caption a variety of balance sheet items 
which usually fall into one of three groups: 

(a) Asset valuation or asset amortiza- 
tion amounts (contra-assets) (see item 
(1)); these represent deductions from— 
suspended or deferred credits to—specific 
asset items. They indicate either estimated 
losses in realization (as in the case of losses 
in the collection of receivables) or amounts 
that have been charged to past operations 
(as in the case of depreciation of fixed as- 
sets) and they should be so described on 
the statements. The term “Reserve’”’ is 
inappropriate in this connection. 

(b) Estimated liabilities (see items (5) 
and (6)). Frequently there exist liabilities 
which are uncertain as to amount, perhaps 
also as to time of payment, or even as to 
the identity of the payee. The estimated 
future cost of a product guarantee, for ex- 
ample, is subject to all of these uncertain- 
ties. Nevertheless, a liability does exist and 
it should be described on the balance sheet 
as ‘Estimated liability for . . . ” or similar 
title. Such items differ from other liabilities 
only in that they are “estimates” rather 
than exactly predetermined amounts. 

(c) Appropriated retained earnings (see 
item (8)). The implication here is that a 
stated amount (but an undivided portion) 
of the net assets is being held for the pur- 
pose indicated—such as, for expansion, 
for retirement of bonds, etc. Even here the 
term “Reserve,” while acceptable, may be 
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misleading, for the net assets “held in the 
business”—“‘withheld from dividend pay- 
ments’’—may not be in such a form that 
they can be “drawn upon” for the purpose 
indicated. “Retained earnings appropri- 
ated for...” or some such title is clearly 
descriptive. 

The Institute’s Committee on Terminol- 
ogy has recommended that the use of the 
term “Reserve” be restricted to the last 
category named above. The Committee on 
Accounting Concepts and Standards of 
The American Accounting Association (in 
its Supplementary Statement No. 1) has 
gone even further and has recommended 
the complete abandonment of the term 
“reserve” in statement presentation. 

Three of the terms ((3), (4) and (7)) 
involve the term “Surplus.” This term 
implies an “‘excess,”’ “more than is needed,” 
a “residue,” when actually it indicates only 
a source of net assets. Therefore it is recom- 
mended by the Committee on Terminology 
that use of the term “Surplus” be discon- 
tinued and that the terminology employed f 
in the capital section of the balance sheet f 
be somewhat as follows: 


(a) Contributed Capital 
1. Capital stock—the par or stated 
value of the shares outstanding 
2. Additional contributed capital— 
amounts contributed in excess of | 
par or stated value 
(b) Retained earnings—the excess (to date) | 
of earnings over losses and dividends | 
1. Appropriated for (specific purposes § 
indicated) 


2. Unappropriated Retained Earnings 
(although this amount is Jegally 
available for dividends, there is no | 


implication that net assets of equal J 
amount are “liquid”—available for 
dividends—or that dividend pay- 
ments of this amount are intended). i 

(c) Appreciation of (fixed assets, etc.)— f 
the increase in net assets resulting f 
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from the recognition and recording of 
increases in value of specific assets. 


Item (2), “Net profit,” is a less all- 
inclusive concept than either “Net earn- 
ings” or ‘‘Net income’’; it is less appropri- 
ate as a summation of all kinds of incomes 
and expenses. 


Number 4 (Estimated time—12 to 17 min- 
ules) 

The Alpha Company purchased a store 
building for $100,000. Immediately there- 
after $10,000 was spent to remodel the 
store front. In the opinion of competent 
real estate firms, the expenditure of this 
additional $10,000 did not add to the “‘re- 
sale-value” of the building—that is, this 
building which was purchased for $100,000 
could not be resold for more than that 
amount, even though the additional 
$10,000 was spent in improving the store 
front. 

What is your advice regarding the ac- 
counting treatment of this $10,000 ex- 
penditure? Discuss fully. 


Answer 4 


If the estimated (useful) life of the new 
store front is equal to that of the building, 
the $10,000 should be charged to the build- 
ing account and the total cost of the build- 
ing, $110,000, should be allocated over its 
useful life by an appropriate depreciation 
method. 

If the estimated useful life of the new 
store front is less than that of the building 
—if it is expected that the store front will 
be remodeled again during the life of the 
building—the $10,000 should be charged 
to a separate “building improvement ac- 
couat” and amortized over its (shorter) 
estimated useful life. 

The “outside” opinion that the expen- 
diture did not add to resale value is irrel- 
evant. In the opinion of the management 
(a) the new store front was “worth” 
$10,000 to the business in the form of 
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increased future revenues and (b) the 
building with the new store front was 
“worth” $110,000. If this were not the 
case neither the purchase nor the remodel- 
ing would have been authorized. Since 
both expenditures are expected to produce 
revenues in the future, both should be 
“capitalized” and depreciated (or amor- 
tized) over the future periods in which the 
value of their services is realized. 


GROUP II 
(Estimated time—70 to 100 minutes) 


(Answer five of the seven questions in this 
group. If more are answered, only the 
first five will be considered.) 


Number 5 


The Manufacturing Company sells its 
machines for $1,000 each under an agree- 
ment which provides for free maintenance 
for a year from date of the sale. The cus- 
tomer is also given the option to buy main- 
tenance service for succeeding years for an 
additional $100 per year. The company 
operates and accounts for a service de- 
partment separate and distinct from its 
sales department. The estimated cost of 
servicing a machine for one year is $60, 
and the expected profit is 40% of billings. 

The company sold machine No. 756 on 
January 2, 1955 along with service con- 
tract covering 1956. It received $1,100 
cash. 


a. Give the journal entry to record the 
transaction and justify your treat- 
ment of it. 

b. Maintenance cost for the year 1955 
averaged $62 per machine. Give any 
adjusting entry you consider neces- 
sary as of December 31, 1955 in con- 
nection with the transaction on 
machine No. 756. Justify your answer. 

c. Would your treatment of this trans- 
action be the same for income tax 
purposes? Explain. 


= 
— 
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Answer 5 


a. The entry to record the transaction 
on January 2, 1955: 
Cr. Sales of Machines.......... 


Cr. Estimated Liability for Mainte- 


200 


The facts as set forth here indicate 
rather clearly that this company is en- 
gaged in two separate, though related, 
activities handled by two different de- 
partments of the business, each depart- 
ment being expected to make a profit. 
Since maintenance service is sold sepa- 
rately from the sale of machines as well as 
with machines, the company is in a some- 
what different position than one which 
only sells machines with a service guaran- 
tee for a period of time; in the latter case 
the sales price of the machine might be 
considered to include only the estimated 
cost of the service but no profit. In the 
Manufacturing Company, however, the 
service department is a separate profit- 
making activity servicing machines at a 
price of $100 per year; to measure properly 
the results of its operations we must record 
$100 of the sales price of the machine as 
the sale of a service contract for the year 
1955. The additional $100 received for 
maintenance service in 1956 is clearly an 
advance payment and must be recorded 
as deferred income—a liability for service 
to be rendered in 1956. 

b. At December 31, 1955, it is necessary 
to record the fact that the service fee for 
1955 has now been earned. The entry 
would be: 


Dr. Estimated Liability for Maintenance 


No additional entry is required. The liabil- 
ity for service in 1956 still exists. The $62 
average cost has already been recorded in 
expense accounts; the effect, of course, 
will be to show only a 38% profit margin 
in 1955 instead of the anticipated 40%. 
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c. For tax purposes cash received before 
it is earned must be included in income jp 
the year received. The entire $1,100 mus 
be reported as income in 1955, sales income 
of $900 and service income of $200. The 
actual costs of maintenance service may 
be deducted in the years in which they are 
incurred. 


Number 6 


The STU Company issued bonds of a 
par value of $500,000 to finance plant 
expansion. Pursuant to the terms of the 
bond indenture, a sinking fund was created 
for the eventual retirement of the bonds, 
and also a sinking fund reserve was estab- 
lished. At the maturity date of the bonds, 
the sinking fund was utilized to retire the 
bonds. 


a. What purposes were served by having 
both a sinking fund and a sinking 
fund reserve? 

b. Discuss fully the disposition of the 
sinking fund reserve after the bonds 
have been retired, including consid- 
eration of various alternatives. 


Answer 6 


a. Periodic additions to the sinking } 
fund reserve reduce retained earnings 5 
legally available for dividends by corre § 


sponding amounts. This action insures that 


over the period of the bond issue funds will | 


be withheld from dividend payments and, 
insofar as dividend actions are concerned, 


net assets will increase at least by the} 


amount necessary to repay the bonds. 0! 
course losses or low net income may pre- 
vent the achievement of this objective. 
The sinking fund reserve alone dos 
not insure that the enforced increase in net 
assets (the funds withheld from dividends) 
will be in a form available for payment a 


the bonds at maturity. It might well be in f 


the form of increased receivables or in- 
ventories, increased fixed assets, or evel 


reduced liabilities. Therefore the sinking f 
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fund is set up by periodic transfers from 
cash to insure that actual funds will be 
available for bond repayment at maturity. 

These two provisions serve to make the 
bonds a more attractive investment be- 
cause they offer protection to the bond- 
holder from possible unwise action by the 
management in the form of excessive 
dividends or other dissipation of working 
capital, either of which might endanger 
the prompt redemption of the bonds at 
maturity. 

b. At maturity the bond sinking fund is 
used to retire the bonds. This action re- 
moves from the books both the Bonds 
Payable account and the Sinking Fund 
account, but leaves the Sinking Fund 
Reserve account. In determining the final 
disposition of this account consideration 
must be given to two broad general al- 
ternatives: 

1. The funds withheld from dividend 
payments have been used to repay the 
bondholders the amount borrowed initially 
and used for plant expansion. In effect, 
therefore, these withheld funds are now 
invested in plant; on the assumption that 
the plant expansion is permanent (and 
that funds to be “recovered” by deprecia- 
tion will be required for replacements) 
these withheld funds will mever be avail- 
able for dividends; they have become part 
of the permanent capital. This suggests 
that the Sinking Fund Reserve should not 
be returned to Retained Earnings and that 
it should be given permanent status. This 
can be done by: 


(a) transfer to an account such as “‘Re- 
tained Earnings Invested in Plant”; 

(b) transfer to the Capital Stock ac- 
count by the declaration and issue of 
a stock dividend; or 

(c) transfer to the Capital Stock ac- 
count without the issue of additional 
shares (if stock has no par value). 


Any one of these actions would serve to 
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indicate that these funds have become a 
part of permanent capital and will never 
be available for cash dividends (except, of 
course, that the action in (a) could be re- 
versed in the future). 

2. On the other hand, there is no legal 
or contractual bar to closing the Sinking 
Fund Reserve account to the Retained 
Earnings account. Of course this would in- 
crease the amount of Retained Earnings 
legally available for dividends without in- 
creasing the amount of cash available for 
such payment, and this may be mislead- 
ing. It is probably true, however, as in the 
case of most companies, that most of the 
“funds” represented by Retained Earnings 
are permanently invested in the business— 
in plant, equipment, working capital, etc. 
—and therefore are not actually available 
for cash dividends; why should this partic- 
ular amount be given special treatment? 


Number 7 


On his deathbed, Henry Brown gave 
stock which had cost him $400,000 (cur- 
rent value $350,000) to his wife, and bonds 
which had cost him $200,000 (current 
value $225,000) to his daughter. Then he 
died. The stock and bonds were Mr. 
Brown’s separate property. 

His will left his entire estate to his wife 
for life with the remainder to his daughter. 

Indicate the major tax problems in- 
volved in this situation. 


Answer 7 


Henry Brown’s executor, on his behalf, 
will have to file a gift tax return and pay 
the tax on $575,000 (current value) less 
exclusions, exemptions and the marital 
deduction. If the wife agrees, there may 
be excluded $6,000 of the gift to the 
daughter, and $60,000 will be exempt 
provided neither Brown nor his wife had 
used any part of their $30,000 exemption. 
If the wife doesn’t agree, there would only 
be a $3,000 exclusion for the gift to the 
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daughter and a $30,000 exemption. In any 
case, there will be a $3,000 exemption for 
the gift to the wife and a marital deduction 
of $175,000. If the consent of the wife is 
given, separate returns and calculations 
will be made for Brown and for Mrs. 
Brown. 

Since the gift was made in contempla- 
tion of death, the estate tax base will in- 
clude the property mentioned at its cur- 
rent value ($575,000). Use of the optional 
valuation date is not permitted. Credit 
will be received for the gift tax paid, which 
will also be a liability deductible in de- 
termining the adjusted gross estate and 
net estate. 

The estate will be allowed a marital 
deduction which may include the stock 
given to the wife (subject to the maximum 
allowance) which would not have been 
true if she had had only a life estate in 
the stocks. 

There is no income tax problem in- 
volved, since the adoption of the Internal 
Revenue Code of 1954. The stock and 
bonds will have a basis in the hands of the 
wife and daughter equal to the estate tax 
valuation. Prior to that the bonds would 
have had a basis in the daughter’s hands 
of $200,000 and the stock would have had 
a basis in the wife’s hands of $400,000 for 
gain purposes and $350,000 for loss pur- 
poses. Had they remained in his estate 
(prior to I.R.C. ’54) the value at date of 
death would have governed. 

Stamp taxes will, of course, have.to be 
paid on both transfers. 


Number 8 

a. The Acme Company as of December 
31, 1955 had assets of $500,000 and liabili- 
ties of $300,000. Its net earnings for 1955 
amounted to $80,000. The assets included 
all of the stock of Excelsior Company 
which was acquired late in 1954 for $25,000. 
Excelsior sustained a net loss of $17,500 in 
1955. There were no intercompany trans- 
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actions except that Acme guaranteed 4 
bank loan of Excelsior in the amount of 
$20,000. 

In preparing statements of Acme, would 
you disclose the 1955 transaction concern. 
ing Excelsior Company: 

(1) Not at all; 

(2) By a footnote disclosing Acme’s con- 

tingent liability; 

(3) By setting up a receivable from 

Excelsior and a payable to the bank 

(4) By preparing consolidated state. 

ments; or 

(5) By writing down the investment in 

Excelsior to $7,500. 


Discuss, giving reasons for the alterna- 
tives selected and those rejected by you. 

b. Medium Company, a manufacturing 
company owning several sales subsidiaries, 
is closely held. It negotiates with the 
stockholders of Little Company, your 
client, for the purchase of all of the stock 
of Little Company. The price, as well as 
the terms (28% in cash, balance in install- 
ments), is agreed upon. Medium Company 
informs the stockholders of your client 
that the purchase will be made by a newly- 
formed subsidiary which, after acquiring 
the stock of Little Company, expects to 
liquidate it by taking over its assets. Your 


client requested Medium Company to § 


guaranteg the installments, but the Me- 
dium Company objected because it does 
not want to footnote its balance sheet for 
the contingent liability arising from such 
guarantee. 

You are called into a meeting of the 
parties, their attorneys, and accountants. 
The question of the guarantee is discussed, 


and you are asked whether the position of 


Medium Company as to the contingent liabil- 
ity has merit. What would you say? 
Answer 8 


(a) Alternative (4), the preparation of 
consolidated statements would seem to be 
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preferable unless the two companies are 
engaged in business operations so different 
in nature that it is not feasible to combine 
their accounts. Consolidated statements 
would disclose for the two companies to- 
gether the financial position (including 
assets and liabilities of Excelsior) and the 
results of operations (giving effect to the 
$17,500 loss of Excelsior). 

Alternative (1) fails to disclose either 
Acme’s contingent liability or Excelsior’s 
operating loss. 

Alternative (2) fails to disclose Excelsior’s 
operating loss. 

Alternative (3) is incorrect; Acme is not 
directly indebted to the bank nor does it 
have a claim against Excelsior—yet. 

Alternative (5) implies that Acme plans 
toadjust the investment account each year 
for Excelsior’s profits, losses, and divi- 
dends; this is acceptable, perhaps, but 
still fails to disclose Acme’s contingent 
liability. 

Unless consolidated statements are pre- 
pared, Acme’s statements should reveal 
the 100% ownership of Excelsior, the 
nature and amount of Acme’s contingent 
liability, and Excelsior’s operating loss of 
$17,500. 

(b) It seems clear from the brief state- 
ment of facts that Medium Company is a 
party to the purchase agreement and that 
it should guarantee the installment pay- 
ments. If Medium Company prepares con- 
solidated statements—as it probably does 
—the inclusion of the accounts of the new 
subsidiary in these statements will reflect 
directly the liability for the installment 
payments and no footnote will be neces- 
sary. Otherwise, Medium Company should 
disclose on its own statements the con- 
tingent liability arising from its guarantee 
of these payments. 


Vumber 9 


Publishers of magazines and periodicals 
conventionally solicit subscriptions for two 
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to five years in advance. On their balance 
sheet a portion of such subscriptions is 
commonly shown as deferred income and 
placed between liabilities and net worth 
as a separate category. 

a. How do you reconcile this practice 
with the fact that the balance sheet is 
practically universally understood to be a 
statement of assets, liabilities and pro- 
prietorship? Explain fully the nature of 
the amount shown as deferred income in 
such a situation. 

b. Discuss the major factors which 
should be considered in determining the 
portion of income which should be deferred 
on a five-year subscription. 


Answer 9 


a. Prepaid subscriptions are liabilities. 
A more exact title than “deferred income”’ 
would be “Payments received in advance 
for services to be rendered in future ac- 
counting periods.” The liability will be 
“liquidated” not by the payment of cash 
to the subscribers but by the publication 
and delivery of magazines over the period 
of the subscription. It would seem com- 
pletely appropriate to record these liabili- 
ties on the balance sheet, not between 
liabilities and net worth but within the 
liability section. If they are substantial 
in amount they might well be classified 
partly as current liabilities to the extent 
that the service obligations involved fall 
within the period of one year. 

Actually income is not deferred but the 
recognition of it is deferred until it has 
been earned—realized. Receipt of sub- 
scription payments in advance of delivery 
is not considered realization of income. 
Periodically, as the ‘‘deferred income”’ is 
earned—realized—amounts are trans- 
ferred from the liability account to sub- 
scription income. 

(b) The factors to be considered in 
determining the portion of income which 
should be deferred on a five-year subscrip- 


| 
| 
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tion—the portion to be allocated to each of 
the five years involved—are presumably 
the same factors considered in arriving at 
the subscription rate, particularly the rate 
for a five-year subscription relative to 
those for a single year, two years, etc. 
These factors would probably include: 


(1) the relative cost of securing sub- 
scriptions for each of the various 
subscription periods; 

the estimated annual cost of pub- 
lication and delivery, met of adver- 
tising and other revenues; 

the interest income (or the saving 
in interest cost) arising from’ the 
prepayment of subscriptions; 

(4) the practice in the industry. 


(2) 


(3) 


A “conservative” practice, which would 
in most cases result in an understatement 
of income, would be to charge all costs of 
securing the subscription to the period in 
which the subscription was secured and 
allocate all of the subscription income 
evenly over the five-year period. At the 
other extreme would be the practice of 
recognizing all of the (estimated) net in- 
come in the period in which the subscrip- 
tion was secured by deferring only 
amounts equal to the estimated net cost 
of publication and delivery; this method 
implies that the entire net income is earned 
by securing the subscription. A reasonable 
solution would seem to be to allocate 
evenly over the five-year period the full 
subscription income /ess the cost of secur- 
ing the subscription. This method implies 
that the income is earned by publication 
and delivery rather than by securing the 
subscription, and that, in effect, the cost 
of securing the subscription should be 
deferred and written off against the income 
over the subscription period. Conceivably, 
the net income could be allocated on a 
compound interest basis over the sub- 
scription period in such a manner as to 
include the interest income earned (or 
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interest cost saved) on the addition) 
working capital obtained from prepay. 
ment of subscriptions, offset in each year 
by charges to interest cost ; this is probably 
an unnecessary and impracticable refine. 
ment. 


Number 10 


The Florida Real Estate Company was 
organized on October 1, 1955 with an 
authorized capital stock of $500,000 par 
value of which $150,000 was issued equally 
to A, B, and C in consideration of their 
transfer to the Company of parcels of 
commercial real estate as of that date. The 
Company will operate the properties as 
rental property, and no other stock was 
issued. The property account was charged 
and capital stock account credited with 
$150,000 to record the transaction. 

On December 31, 1955 an entry was 
recorded, upon the basis of a resolution 
passed by the Board of Directors, increas- 
ing the property account by $750,000 and 
crediting capital surplus account with a 
like amount in order to state the property 
at its fair market value. The $900,000 is 
equivalent to twice the assessed value for 
1954 property tax purposes which is the 
average relationship of current quoted 
prices of similar property to their assessed 
value. The company has on file a report 


from a reputable real estate appraisal firm | 
which states it considers the value at the | 


date the property was deeded to the 
corporation to be in excess of $1,000,000. 
You are required to render a certified 
balance sheet of the company at December 
31, 1955. 

a. In indicating on the balance sheet the 
valuation of the property, would you state 
the valuation to be (1) at valuation ap- 
praised by the Board of Directors, (2) at 
less than appraised valuation, (3) at cost, 
(4) at book value, (5) or some other de- 
scription? State briefly your reasons why 
your statement of the valuation is correct. 
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b. State the description you would use 
to explain what the capital surplus repre- 


sents. 


Answer 10 


(a) The valuation of the property 
should be stated as being at cost. The short 
period of time between the exchange of the 
stock of the newly organized corporation 
for the real estate and the date of the 
balance sheet, and the reliable evidence as 
to the fair market value of the real estate 
at the date of acquisition, both indicate 
that $900,000 is the Board of Directors’ 
initial valuation of both the real estate and 
the stock issued for it rather than a recog- 
nition of an increase in value since ac- 
quisition. In such non-cash transactions 
cost may be determined on the basis of 
either the fair market value of the con- 
sideration given or the fair value of the 
property acquired, whichever is the more 
clearly evident. In the instant case there is 
no independent basis for determining the 
fair value of the consideration given (the 
stock of the newly organized corporation) ; 
there are, on the other hand, two reason- 
able bases for estimating the fair value of 


the property acquired: 
(1) the average relationship of current 


§ quoted prices for similar property to their 


assessed values indicates a value of 
$900,000; 

(2) the report of a qualified appraisal 
company indicates the fair market value at 


acquisition to be in excess of $1,000,000. 


¢ The amount which the Board of Directors 
ember | 


ordered to be entered into the accounts, 
$900,000, can therefore be considered to be 
a fair valuation, not in excess of fair mar- 
ket value, and it becomes the cost of the 
property acquired. 

(b) The capital surplus should be de- 
scribed as follows: 


“Capital Surplus—excess of value of property 
at date of acquisition over par value of capital 
stock issued therefor.” 
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Number 11 


Company A operates a laundry. It was 
set up for the purpose of servicing a trailer 
camp for workers who are engaged in the 
construction of a plant for the Atomic 
Energy Commission. This camp is 50 
miles from the closest municipality and it 
is known that when the plant is completed 
there will not be any dwellings for about 
50 miles. 

The balance sheet of Company A is as 
follows: 


Debit Credit 
Equipment, furniture and fixtures 
Accounts $1,000 
Capital stock outstanding......... 5,000 


Company B operates a laundry 100 
miles distant from Company A. It was 
offered the stock of Company A for 
$25,000. This purchase price is based on an 
appreciated valuation of $10,000 and an 
estimated remaining life of ten years for 
the equipment. The balance of the pur- 
chase price is attributable to the laundry 
routes established by Company A. A 
laundry route may not be depreciated for 
tax purposes as long as laundry services 
are performed in the same vicinity. If, 
however, laundry service in the community 
is abandoned, the laundry route may be 
written off for tax purposes. It is expected 
that the trailer camp will be in place for 
about two years and that the fixed assets 
may then be moved to any other place. 

State how the above purchase should be 
handled to secure the maximum tax ad- 
vantages to Company B and give a brief 
explanation of the methods you would use. 


Answer 11 


(1) Company B should purchase the 
stock of Company A. Within a year it 
should liquidate Company A, allocating 
$10,000 to the fixed assets and $15,000 to 
the laundry routes. 
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(2) Fixed assets may then be depreci- 
ated over the estimated ten year life on 
the basis of $10,000. Since declining- 
amount methods may not be used on 
second-hand assets, only $1,000 a year 
depreciation may be taken under the 
straight line method. This deduction may 
be continued when the assets are moved 
to another location. 

(3) When the laundry services at the 
location of Company A are abandoned, the 
$15,000 assigned to laundry routes can be 
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charged off against Company B’s curren 
year’s income; any remainder of the log 
can be carried back against the income gf 
the last two years or carried forward for 
five years. 

If Company B were to leave Company 
A in existence rather than to liquidate it, 
Company A’s basis for depreciation of 
fixed assets would be only $5,000; further. 
more, Company A could take no loss on 
the abandonment of the laundry routes for 
it has a zero basis. 
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“The most widely used text on 
cost accounting ever published” 


Current 
the 
come of 
‘ard for 


EDITION @ JUST PUBLISHED 
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INELINER 
ACCOUNTING 


utes for 
Principles and Practice 


This outstanding basic text for courses in cost accounting has been completely revised and re- 
written to bring it up to date and make it more teachable than ever before. The new Fifth Edition 
retains all those qualities that have made this book the most widely used text on cost accounting 
ever published — logical arrangement, simple explanations, modern up-to-date illustrations, 
plenty of problems carefully graded and integrated with the text material, and three outstand- 
ing practice sets. Many of the improvements have been made as a result of classroom experience. 


yng the ipal changes in the text material are: 

New and expanded treatment of managerial control through cost accounting. 

New material on the cost accounting and cost procedure effect of GAW and automation. 
Redesign of Cost of Production reports to make them more logical and easier to understand. 
Refinement and simplification of the discussion of FIFO methods. 

Treatment of co-products and by-products in separate chapters. 


any new teatures have been introduced to enhance the teachability including: 

e New problem material throughout the text. 

e Increased number and greater variety of questions for discussion and review. 
e C.P.A. problems brought up to date and distributed throughout the text. 

® e Further refinement and subdivision of process cost accounting. 

e Use of the new 24%% F.LC.A. rate in the text, problems, and solutions. 


HREE OUTSTANDING PRACTICE SETS — JOB ORDER, PROCESS, AND STANDARD COSTS 
|The three practice sets that accompany Neuner have also been completely revised and brought 
pup to date. Clerical work has been reduced to a minimum. New and revised Cost of Production 
; — are used in the Process Cost set. The Standard Cost set includes new Managerial Reports 

Variations. 


LU Lit ViIANUALS 


Two complete Solutions Manuals are available. One provides answers to all questions and 
problems in the text; the other contains solutions to the three Practice sets. In addition, revised 
objective tests are again available. 
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ELEMENTARY ACCOUNTING 


REVISED EDITION 


Designed for the beginning student, this thoroughly modern presentation of accounting pris 
ciples and procedures has been so completely revised, rewritten, and reorganized that # 
virtually a new book. Here are some of the comments we have received: e 


“An excellent elementary text, well-graded as to content.” 
H. H. Kane, Bowling Green State Un 


“An excellent basic text. The revisions are fine, especially the treatment of depreciation” 
K. S. Carpenter, Cornell University ‘ 


“Tt is an excellent revision.” 
W. F. Crum, University of Wichita 


“The reorganization has greatly improved the book, and it appears to be exir 
teachable.” 


H. R. Price, University of Miami 


“An excellent text on accounting.” 
G. W. Rountree, Wilmington College 


The Revised Edition is briefer and more teachable than before, and has been made more 
derstandable to the student by clearer explanations, better selection of material, and impr 
illustrations. Terminology has been brought up to date to agree with recommendations of 
fessional accounting organizations and with that used in current practice. To aid in cla 
presentation, there are more than 300 problems, carefully and integrated with the 


material. They are divided into “A” and “B” sets, both of which can be worked on the i 
provided in the workbook. 


TEACHING AIDS 


WORKING PAPERS. Two books of Working papers provide all the forms needed to work # 
problems in the text. They are printed on “eye-ease green” paper and have printed & 
count titles and other material to eliminate unnecessary paper work. -_ 


PRACTICE SETS. Two Practice sets are available to provide the aero to apply @ 
to actual practice. Set No. 1 covers a special journal, service type of cospanaies 7 : 


emphasis on stockholders’ equity. Set No. 2 covers the Voucher Register and o 
accounting. 


SOLUTIONS MANUALS. Available to adopters are two Solutions Manuals, one provi 
key to the practice sets and the other giving answers to all questions and problemsil 
text. 
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INTERMEDIATE ACCOUNTING 
REVISED EDITION 


By ARTHUR W. HOLMES and ROBERT A. MEIER 


Designed for use in intermediate accounting courses, this text affords a smooth progression 
for the accounting major to more advanced situations. The Revised Edition has been reorgan- 
ied to make a streamlined, direct approach to Statement of Application of Funds. It gives an 
interwoven presentation of Income Statement and Balance Sheet effect of related transactions. 
The entire volume has been brought up to date with respect to the accounting concepts and 
standards of the American Accounting Association. 


There are new questions and problems at the ends of chapters, carefully integrated with the 
Sm text material. They are sufficient in number to provide for alternate selection over a two- or 
© @ three-year period. A complete Solutions Manual is available to adopters. 


“The quality of the text has been improved and new material has been added ... . The 
problem material is adequate and of good quality . . . . This book will be well liked by 
many instructors and students. The authors definitely have strengthened and improved 
it. They are to be commended for the extent and thoroughness of this revision.” 


Harvey G. Meyer in THE ACCOUNTING REVIEW 


ADVANCED ACCOUNTING 


By ARTHUR W. HOLMES and ROBERT A. MEIER 


This comprehensive, easy-to-teach text emphasizes modern accounting practice throughout 
and provides a flexible organization that may be easily adapted to the instructor's individual 
requirements and preferences. All the topics customarily covered in uniform C.P.A. examina- 
tions that are not discussed in the intermediate volume, are included here. Due emphasis is 
given to the managerial aspects of accounting. Each chapter provides carefully selected 
questions and problems of the type usually included in C.P.A. examinations. These are grad- 
ed as to difficulty and are sufficiently varied and numerous to permit alternate selection over 


; ® ° two- or three-year period. A complete Solutions Manual is available to adopters. 
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Designed for the beginning student, this thoroughly modern presentation of accounting pri. 
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virtually a new book. Here are some of the comments we have received: 


interw 

The 

“An excellent elementary text, well-graded as to content.” standc 
H. H. Kane, Bowling Green State University 

An excellent basic text. The revisions are fine, especially the treatment of depreciation’ § '®*' = 
hree- 


K. S. Carpenter, Cornell University 


“It is an excellent revision.” 
W. F. Crum, University of Wichita 
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WORKING PAPERS. Two books of Working papers provide all the forms needed to work the § 
problems in the text. They are printed on “eye-ease green” paper and have printed oc 
count titles and other material to eliminate unnecessary paper work. 


PRACTICE SETS. Two Practice sets are available to provide the opportunity to apply theory 
to actual practice. Set No. 1 covers a special journal, service type of corporation with 10 
emphasis on stockholders’ equity. Set No. 2 covers the Voucher Register and corporalé 

accounting. 


SOLUTIONS MANUALS. Available to adopters are two Solutions Manuals, one providing¢ 
key to the practice sets and the other giving answers to all questions and problems in the 
text. 
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MANAGEMENT ACCOUNTING 


REVISED EDITION 


By R. M. MIKESELL, Indiana University 


ed Edition of this comprehensive, widely adopted text continues to place emphasis 

of governmental accounting and to make frequent comparisons between com: 

jovernmental accounting practiges. The unique chapters on the accountinc 

{ hospitals and educational institutions have been retained and modernized. The 

text ter incorporates the latest recommendations of the Municipal Finance Officers 
As: ition of the United States and Canada and its National Committee on Governmentd! 


cocolnt 
Account 


Many of the problems have been revised and improved and there are new problems added 
all of them closely correlated with the text material. Ample up-to-date illustrative material is 
used throughout and the bibliographies include the most recent publications in the gover: 
mental accounting field. A complete Solutions Manual is available to adopters. 


REPRESENTATIVE COMMENTS: 


“It appears to be the most comprehensive text in this field” 

ARTHUR N. LORIG, University of Washington 
“Governmental Accounting is interestingly and well developed, with easy-to- 
follow illustrations which should improve student comprehension and reduce 


the instructional task.” 
NATHAN SEITELMAN, City College of New York 


“This book is outstanding for its comprehensive coverage.” 
HAROLD L. HINKELMAN, Bucknell University 
As was true with the original text, this appears to be an excellent text. I be- 


lieve it to be the best text published to date.” 
GLEN G. YANKEE, Miami University 
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MANAGEMENT ACCOUNTING 


GOVERNMENTAL ACCOUNTING aeviseo evition 


By R. M. MIKESELL, Indiana University 


The Revised Edition of this comprehensive, widely adopted text continues to place emphasis 
on the “why” of governmental accounting and to make frequent comparisons between com 
mercial and governmental accounting practices. The unique chapters on the accounting 
problems of hospitals and educational institutions have been retained and modernized. The 
text material incorporates the latest recommendations of the Municipal Finance Offices 
Association of the United States and Canada and its National Committee on Government 
Accounting. 


Many of the problems have been revised and improved and there are new problems added 
all of them closely correlated with the text material. Ample up-to-date illustrative material is 
used throughout and the bibliographies include the most recent publications in the govem- 
mental accounting field. A complete Solutions Manual is available to adopters. 


REPRESENTATIVE COMMENTS: 


“It appears to be the most comprehensive text in this field” 

ARTHUR N. LORIG, University of Washington 
“Governmental Accounting is interestingly and well developed, with easy-to- 
follow illustrations which should improve student comprehension and reduce 
the instructional task.” 


NATHAN SEITELMAN, City College of New York 
“This book is outstanding for its comprehensive coverage.” 
HAROLD L. HINKELMAN, Bucknell University 
“As was true with the original text, this appears to be an excellent text. I be- 
lieve it to be the best text published to date.” 
GLEN G. YANKEE, Miami University 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


(Eprror’s Nore: Readers of this section are urged to send items eligible for inclusion in these columns to E. Burl 
Austin, Oklahoma A. and M. College, School of Business, Stillwater, Oklahoma. At intervals a routine request is 
mailed asking for this information, but readers need not wait for these communications.) 


CALIFORNIA 
Los Angeles State College 


Sot BUCHALTER has been appointed assistant 
professor. 


ILLINOIS 
Loyola University 
ALEXANDER EULENBERG and Rosert A. 


Meter are serving on the Committee on Educa- 
tion of the Illinois Society of CPAs. 


University of Illinois 


H. E. BREEN is on leave of absence while work- 
ing in the General Accounting Office in the 
training and recruiting program. He has recently 
been named co-editor of the Federal Government 
Accountant’s Association quarterly, The Federal 
Accountant. 

G. E. Lukas has been promoted to the rank 
of associate professor. R. G. STEVENS and F. W. 
WinpaL have been promoted to rank of instruc- 
tor. 

N. D. WAKEFIELD has been reappointed editor 
of The Illinois Certified Public Accountant. 

V. K. ZrmmeRMAN has returned to the staff as 
assistant professor after completing his military 
service, 

R. E. ScHLOSSER has joined the staff as as- 
sistant professor. He resigned his position as con- 
troller of St. John’s Hospital in Springfield, IIli- 
nois. 

R. W. ScHATTKE and P. W. CLEVENGER have 
passed the Illinois CPA examination. 


LOUISIANA 
Louisiana State University 


The Comptroller General of the United States 
has announced the appointment of LEo HERBERT 
to the newly created position of Director of the 
Office of Staff Management of the United States 
General Accounting Office. HERBERT will be re- 
sponsible for recruiting, training, assigning and 
developing the professional accounting staff of the 
General Accounting Office in Washington and in 
the Regional Offices. 

The University was host in March to the 
Third Annual High-Speed Computer Conference 
which featured prominent speakers, valuable in- 


formation, and informative displays. Topics 
scheduled for discussion were office procedures, 
statistical operations and numerical methods de- 
signed for the adaptation of problems to machine 
solution. 


MICHIGAN 
University of Michigan 


The following men have left the faculty after 
substantially completing their Ph.D. programs: 
Writuiam H. Cutp to Davidson College as as- 
sistant professor; CLARK E. CHASTAIN to Univer- 
sity of Arkansas as assistant professor. 

Cuartes J. Gaa is serving as acting Assistant 
Dean of the School of Business Administration 
during the current year. 

HERBERT F. TaGcGart is on leave during the 
current year to pursue research under a Ford 
Foundation grant on cost justification under the 
Robinson-Patman Act. 

Rosert L. D1xon will be on leave during the 
spring semester of 1957 to spend seven months in 
Australia for the purpose of presenting a series of 
lectures under the joint sponsorship of the Aus- 
tralian Society of Accountants and the Common- 
wealth Bank of Australia. 

WILLIAM J. SCHLATTER has returned to the 
faculty after spending last year in Torino, Italy. 

RosBert H. Cojeen has joined the faculty of 
the Flint Senior College of the University of 
Michigan as associate professor of business ad- 
ministration. 

R. LEE BRuMMET is serving as secretary of the 
Ann Arbor Chapter of the National Association of 
Cost Accountants. 

FRANK P. Situ acted as moderator of a panel 
which discussed the report of the Commission on 
Standards of Education and Experience for CPAs 
at the Michigan Accounting Conference held in 
Ann Arbor in October. 

Professor SMITH spent ten days in late Decem- 
ber in the Panama Canal Zone presenting a series 
of lectures to members of the internal auditing 
staff of the Canal Company. 


MINNESOTA 
University of Minnesota 


ERnEstT A. HEILMAN, emeritus professor of ac- 
counting, has recently traveled to Ankara, Turkey, 


339 


>N 
emphasis 
een Con: 
counting 
ized. The 
Officers 
rmmentd 
iS added 
yton 
-to- 
uce 
ork 
sity 
be- 
ity 


340 


where he will assist the Faculty of Political Sci- 
ences at the university in developing courses in 
accounting. He will be on this assignment for a 
year working with the New York University 
group which is cooperating with the Turkish 
faculty in developing work in public administra- 
tion and accounting. 


NEBRASKA 
University of Omaha 


The University will sponsor a one-day account- 
ing conference on Friday, April 26, 1957. The pro- 
gram has been developed with the assistance of 
five professional accounting organizations. 


NEW YORK 
New York University 


F. ConNneELLY, associate professor of 
taxation, addressed the 49th annual conference 
of the National Tax Association in November in 
Los Angeles, California. His subject was “A Con- 
sideration of Important Inequities in Our Federal 
and State Tax Structures.”” CONNELLY was presi- 
dent of the association for the year 1956 and has 
been retained as a member of the executive board 
for the ensuing two years. 

Haro p A. EppsTon has been appointed to the 
Advisory Board of Editors of the National Tax 
Journal and also to the special technical advisory 
committee of the New Jersey Society of Certified 
Public Accountants. Eppston has also been ap- 
pointed a member of the committee on federal 
taxation of the New Jersey Society of Certified 
Public Accountants. 


OHIO 
Ohio State University 


RoBErt D. NeEvusic and WILLIAM J. SERRAINO 
are new instructors in the department of account- 
ing. 
Horace W. DomiGan was re-elected treasurer 
of the Ohio Society of CPAs. 

James R. McCoy has been reappointed to the 
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American Institute of Accountants’ Editorial 
Advisory Board. He has also been reappointed 
editor of The Ohio Certified Public Accountant, 
McCoy spoke to the Youngstown Chapter of 
NACA in January on the subject of “Measuring 
the Effectiveness of Your Accounting Depart. 
ment.” 

W. E. Dickerson has been elected to associate 
membership in the Controllers Institute of Amer. 
ica. 
Eric L. Kouter, a visiting professor during 
the winter quarter 1957, has been assisting Lioyp 
Morey in a special investigation of the State 
Auditor’s Division of the State of Illinois. Konze 
has recently returned from a European visit. 

B. Jencks, E. Ferrie, and 
Paut L. NoBLe participated in a panel discussion 
on “Recent Developments in Accounting and 
Auditing Procedures” at the December meeting 
of the Columbus Chapter of the Ohio Society of 
CPAs. 


OKLAHOMA 
Oklahoma A. and M. College 


Date Cor ey is serving as instructor in ac- 

counting. 
TEXAS 

University of Houston 

The annual institute on taxation was held on 
the campus in November with the co-sponsorship 
of the Texas Society of CPAs. 

Howarp M. Daniets has completed the re- 
quirements for his Ph.D. degree. DANIELS is a 
Texas CPA and professor of accounting. 


Texas Technological College 


Frep Norwoop has resigned to take a position 
with Peat, Marwick, Mitchell & Co., Dallas, 
Texas. 

New faculty appointments are RAYMOND 
GREEN, instructor of accounting, and GILFoRD 
Cox, assistant professor of accounting. 

The accounting department co-sponsored the 
fourth annual conference on taxation in October. 


Bo 


| 
Jor 
Ko 
Ho 
Pat 
| W 
Rv 
AY 


‘ditorial 


pointed 
ountant, 
BOOK REVIEWS 
easuring 
Depart. James S. Lannam, Eprror 
ssociate Accounting 
Anrnony, Management V. E. Odmark 342 
Jounson, Elementary Russell Bowers 342 
laa KoHLER AND Wricut, Accounting in the Federal Government........ Leo Herbert 344 
Hotmes, MAYNARD, Epwarps, AND MEER, Elementary Accounting.. George C. Thompson 344 
PacE AND KOESTLER, Specialized Harry D. Kerrigan 345 
70, and Economics 
scussion 
ing and DaHLBERG, National Income Visualized... John N. Webb 346 
meeting RucGLES AND RucGGLEs, National Income Accounts and Income Anal- 
Electronics and General 
KozMETSKY AND KircHer, Electronic Computers and Management 
G. L. Hamrick 348 
Tue INSTITUTE OF INDUSTRIAL AND Works Accountants, Cost Re- 
TREYNOR AND VANCIL, Machine Tool Leasing. ....................- William M. Todd 350 
held on 
nsorship Finance 
BoEHMLER (Editor), Financial Institutions ....................045- Henry I. Kester 350 
the re- 
ELS is a Statistics 
ABRAMSON AND Mack (Editors), Business Forecasting in Practice .... John R. Stockton 351 
position Taxes 
Dallas, LaBrie, Introduction to Income Tax Law, Canada................. D. B. Fields 352 
: Crum, Fiscal-Year Reporting for Corporate Income Tax............. W. E. Dickerson 352 
avmonp | LOWNDES AND KRAMER, Federal Estate and Gift Taxes.............. Harvey T. Deinzer 353 
SILFORD 
the 


Ietober. 


ANTHONY, ROBERT N., Management Accounting (Home- 
wood, Illinois: Richard D. Irwin, Inc., 1956, pp. xv, 
511, $6.50). 


A pleasant surprise is in store for the accountant who 
examines Antheny’s text on Management Accounting. 
It is a text shorn of much debit and credit detail with an 
emphasis upon how accounting information can be used 
in the management process. 

The author suggests that the text may be used by a 
number of different groups by a judicious selection of 
chapters: (a) an executive development program of 
about 20 class meetings; (b) an intermediate accounting 
course of about 40 or 75 class meetings; (c) a course for 
students who have had no previous training in account- 
ing. The teacher’s manual presents suggested course out- 
lines for these various groups. 

The first ten chapters take the student on a fast tour 
of principles, techniques, and tools of accounting. Chap- 
ter headings indicate the areas covered: elementary tech- 
niques for using numbers; basic accounting concepts; 
accrual concept and the income statement; mechanics 
of accounting; accounts receivable and fixed assets; 
income statement of manufacturing companies; capital 
stock, surplus, and bonds; review of accounting con- 
cepts; essentials of cost accounting. In none of these 
chapters does the author become bogged down in dis- 
cussing journals, ledgers, or work sheets. Yet he man- 
ages to get across the necessary background so that a 
student diligent in his study should be able to analyze 
various transactions as to their effect upon the basic 
financial statements. 

Each of these ten chapters contains case problems 
relevant to that chapter. Although the chapter furnishes 
certain basic ideas toward the solution of these cases, 
the student must think his way through the case. In 
many instances, no single solution is possible or desira- 
ble. In that feature, however, so frustrating to students, 
lies the chief strength of the case approach. The student 
is brought to a realization that business situations may 
often be solved in a variety of ways, that decisions must 
often be made on the basis of insufficient facts, and that 
he must be able to support his decision with well rea- 
soned arguments. 

The remaining nine chapters (approximately 60% 
of the book) deal with management uses of accounting 
information, which will be considered in more detail. 

In Chapter XI, the “funds flow” statement is pre- 
sented. It is perhaps the weakest chapter in the text. 
The pages spent in attempting to explain its construc- 
tion might better have been utilized in a fuller explana- 
tion of the meaning of a funds statement. The diagram- 
matic illustration on Page 207 leaves one with a feeling 
of frustration. The author’s definition of funds on Page 
201 is unusual: “Funds are the economic values that 
change hands in business transactions or that exist in 
the assets of a business. It is customary to limit the sim- 
ple term ‘funds’ to those values actually connected with 
legally enforceable rights at a certain time; that is, to 
the assets and equities of the firm.” His summary at 
the end of the chapter summarizes points not discussed. 
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Chapter XIII, “Challenges to Conventional Account. 
ing Concepts,” deals primarily with the price-leye| 
controversy and direct costing. Cases are excellent. The 
price-level case uses the United States Steel Corpora. 
tion 1947 treatment of additional depreciation charges 
for higher replacement costs. The Beale Company case 
dealing with direct costing and the preparation of 
monthly income statements erroneously states that it is 
a commonly practiced accounting convention to charge 
or credit periodic under- or overabsorbed factory over. 
head to the current profit and loss account. 

Chapters XIV and XV cover aspects of cost control, 
Material is well presented; selection of topics excellent, 
Development of variances in Chapter XV is especially 
good. Cases serve to reemphasize salient points of the 
chapters as well as take the students beyond the text 
material. 

The last three chapters of the text discuss period and 
project planning. Chapter XVI on budgeting includes 
excellent cases on break-even analysis; however, budget 
discussion is extremely brief. On Page 334, the term 
marginal revenue is defined as the difference between sell- 
ing price and variable costs. Marginal income would he 
a more generally used term. Chapter XVII in discussing 
project costs explains carefully the cencepts of future, 
differential, and sunk costs. One of the cases presents 
the use of learning curves in purchase contracting, a 
subject not often found in accounting texts, but with 
which accountants should be familiar. Chapter XVIII 
on planning capital acquisitions discusses various meth- 
ods of comparing annual operating savings resulting 
from a capital expenditure with the net investment. 
These methods range from the simple but often used 
payback method to the more accurate method which 
considers the present value of the savings stream. Cases 
include decisions involved in buying or leasing equip- 
ment, buying or manufacturing machinery and parts, 
and replacement of machines. 

The final chapter provides a number of review cases, 
some of which are extremely difficult. The author sug- 
gests that they might be used for written reports. 

A teacher looking for a text to chalienge his students 
to think will not be disappointed in Management Ac- 
counting. While many will disagree as to what subjects 
should be included in such a text, it seems that an excel- 
lent choice has been made by Professor Anthony. 

V. E. OpMaRK 
Associate Professor of Accounting 
San Diego State College 


ARNOLD W. JouNsON, Elementary Accounting, Third 
Edition (New York: Rinehart and Company, Inc, 
1956, pp. xv, 784, $6.50). 


In view of the difficulty of compiling a good account- 
ing textbook one should always welcome the revised 
edition of an earlier work. The present volume repre- 
sents a great improvement over the first edition and 
some improvement over the second edition. 

There are many ways in which a student can be intro- 
duced to accounting, and it might be just as well that 
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there is not general agreement on the best method. 
Johnson uses the conventional balance sheet approach 
but quickly recognizes the importance of the income 
statement. The book seems designed for those above 
the level of ordinary college freshmen. The presentation 
may be described as orthodex and generally accepted. 
As is the case with most other elementary textbooks, 
great emphasis is placed on mechanics and procedure. 
While the theory and principles are covered more care- 
fully than in the earlier editions, again like most other 
elementary texts, the theory is not completely integrated 
with the mechanics and procedure. 

The classification of accounting systems into single 
proprietorship, partnership, and corporate forms is sur- 
prising in view of the currently wide use of the corporate 
introductory approach. This approach might lead to a 
great deal of duplication in learning the accounting for 
assets and liabilities, which makes up the greater part of 
the book. Presumably the student would be expected 
to work through a practice set for each of these three 
types for the sake of the accounting associated with 
each type of residual equity. Again, like most intro- 
ductory texts, the emphasis is on profit and loss account- 
ing, with the managerial control function being second- 
ary. And the student is addressed from the viewpoint of 
the independent public accountant. 

Visual mechanics receive extreme attention at times. 
Many times throughout the book emphasis is achieved 
by the use of printer’s offsets without break in sentence 
structure. There is a goodly number of forms illustrat- 
ing both the documents and books of account. All this 
is an improvement over most other forms of visual aid. 

There are two excellent chapters which introduce 
job order and process manufacturing costs. These chap- 
ters are preceded by a general chapter on manufacturing 
operations by the use of periodic inventories. Common 
to most texts is the failure early to master sufficiently the 
accounting for cost and its appropriate assignment to 
other accounts and subsequent periods. The typical 
beginning student even at a late stage has not learned 
operational distinctions between the concepts of cost, 
asset, expense, and less. In modern theory these dis- 
tinctions have been made abundantly clear. The use of 
a service industry exclusively at the outset is of little 
help, and the use of the term “manufacturing expense” 
adds little more. Capitalizing expenses in inventory 
need not deny the method of direct costing. The term 
“expense” is used quite loosely throughout the book 
after having been carefully defined earlier. 

We learn in Chapter 4 that income and expense ac- 
counts are subdivisions of the capital account. Since 
expenses are derived from assets, are they not asset 
conceptions? Income may be a subdivision of capital, 
but the author makes no clear distinction between in- 
come and revenue. In a rigorous presentation income 
certainly would be net of expense. Also more rigorous 
theory might be used to advantage in closing the books. 
It is commendable that a cost of sales account is used 
in the ledger instead of being confined to the work sheet. 

The formal problems for the student seem adequate 
and are correlated with the chapters in a single series 
for easy reference. And fortunately we are not burdened 
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with pages of questions for the student as if a question 
should be something apart from a problem. There is an 
ample supply of practice sets—two for each “type” of 
accounting system, the single proprietorship, the part- 
nership, and the corporation. 

The work sheet is used to good advantage through- 
out, although use of the indefinite article might be a 
helpful suggestion where only the profit and loss w rk 
sheet is intended. There are many types of work sheet 
used in accounting. Elementary texts might well in- 
corporate a greater variety of types suited to a variety 
of situations. 

Many desirable innovations are made. For instance, 
all types of discounts are treated as contra items, al- 
though there is little attention given to contra and ad- 
junct items, as such. Not only is bond discount treated 
as a contra, but bond issue costs are properly treated 
as assets. The account Relained Income replaces the 
obsolete surplus. Current assets are accounted for ac- 
cording to the more recently adopted practice, and the 
deferred charge classification is gone. 

The selection and careful use of proper terminology 
is difficult and even tricky. We find in Johnson that 
natural resources which are depleted are “wasting as- 
sets.” This is contrasted with “fixed assets” other than 
land, which depreciate. Reference to the consumption 
of assets rather than capital might add clarity to the 
study of double-entry accounting. And it would seem 
more pertinent to refer to the accumulation of bond dis- 
count instead of its amortization. In the case of bond 
discount there is no substance to be amortized as there 
is in the case of costs. 

The author generally accounts for cost and income 
by reliance upon independent transactions, but on 
occasion there is confusion of substance with accounting 
ritual. The offsetting of interest charges and interest 
earned in a discounted note case might be excused as 
trivial. But, on page 570 we find that a corporation may 
obtain assets not only by issuing stock, by profits, and 
by borrowing, but also by receiving stock as a donation 
—presumably the corporation’s own stock. 

A comprehensive treatment of income is reserved 
until Chapter 28. We find at this advanced stage that 
the primary function of the income statement is to re- 
port the amount of net income. Apparently tie sources of 
income are secondary to the amount. A following com- 
prehensive chapter on the balance sheet includes some 
good ratio analysis. The income chapter instead con- 
cludes with a system of numbered account titles. 

The chapter on valuation and the chapter on the 
introduction to accounting theory might have been inte- 
grated somewhat more fully with the earlier chapters. 
In the final pages we find that valuation should be based 
on cost. It would seem throughout the entire book that 
the accounting procedure is oriented to annual stock- 
holder reporting. Some of the alternative uses of ac- 
counting reports might have received more attention. 
The book represents a large step in the right direction. 


RUSSELL BOWERS 
Associate Professor 
De Paul University 
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Eric L. AND Howarp W. Accounting 
in the Federal Government (Englewood Cliffs, New 


Jersey; Prentice-Hall, Inc., 1956, pp. 1-291, $5.75). 
During t! few years, an evolutionary process 
has been ta lace in accounting in the Federal 


evolutionary process has been 
speeded up considerably during the past ten years 
as a result of the recommendations of the Hoover Com- 
mission and the Joint Program to Improve Accounting 
in the Federal Government, and legislation enacted to 
put into recommendations of the two groups. 
Most of the literature pertaining to the changes in ac- 
n the Federal Government has come 


Government 


counting poucy 

from the agencies themselves. H r, a few articles 
have appeared in professional gazines on the new 
activities by those outside of government. 

[The book Accounting in the Federal Government, by 
Eric L. Kohler and Howard W. Wright, attempts to 
bridge the gap in accounting literature between what is 
happening in Federal Government accounting and what 


have been the general concepts in the governmental ac- 
counting field. To bridge this gap in accounting litera- 
ture, the authors review accounting for local and state 
governmental units, and then develop the broad con- 
cepts now found in Federal Government accounting. 

The newer concepts of governmental accounting 
as they apply to the Federal Government, based on the 
fundamental principle that accounting is a tool for man- 
agerial decisions, are explained through the use of jour- 
nal entries, references to laws, official decisions and com- 
mittee reports, and a summary of operating methods. 
The coverage of the material, while not intensive, does 
accomplish the objective of the authors to show that 
“it is well within the realm of possibility that the growth 
(within the Federal Government) of modern ideas of 
the scope, responsibility, authority and accountability 
of management will proceed apace and even outstrip 
their acceptance by business enterprises.” 

To highlight several of the unique features of Federal 
Government accounting explained by the authors, a 
few quotations from the book are given. 

“The Program Budget. At one time the only budget 
breakdown required by the Bureau of the Budget and 
given to the Congress was an object summary, . . . to- 
gether with lists, often lengthy, of positions in each 
grade and class, and the average annual salary of each 
class....In the meantime an increasing number of 
agencies have adopted accrual accounting and are 
maintaining accounts that reflect functional costs. These 
changes, long overdue, have led to a widespread recog- 
nition of the advantages to be gained in the universal 
adoption by all agencies of what has been termed the 
performance or program budget—as opposed to the long- 
sanctioned ‘obligations’ budget . . . (Page 104). 

“Management Controls. Much of the improvement 
that has been injected into the management of Govern- 
ment agencies during the past decade has paralleled 
developments in the conduct of business enterprise. . . . 
In all of these instances accountants of courage and 
experience in Government service have helped to shape 
the course of events; they have been principally respon- 
sible for raising the concept of the function of accounting 
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from the ‘necessary-nuisance’ level to its place as , 
prime tool in shaping management policies and stanj. 
ards and an instrument of both internal and extern 
control (Page 142). 

“Accounting for Costs... . Resources consumed—ip 
terms of timing, quantities employed, and costs—not 
only are the ingredients of output but have resulted 
from decisions of individuals on whom the responsibility 
of supervising the organization’s activities has bee 
placed. Costs may be modest or excessive, but their 
incurrence is neither automatic nor accidental; like 
planned transactions, actual transactions can be as. 
cribed in every instance to the authority associated 
with management delegations to individuals. As thys 
conceived, all costs, both fixed and variable, are con. 
trollable....A ‘cost-conscious’ management is one 
that plans, obligates, and operates on the basis of mini- 
mizing necessary costs and eliminating unnecessary 
costs, and which judges the performance of subordinates 
and others by the same standards (Page 179). 

“General Character of Internal Auditing. Internal 
auditing is management’s ‘trouble-shooting,’ fact-finding 
support, its supplemental eyes and ears, its means of 
keeping lines of communication open and active. In 
the Budget and Accounting Procedures Act of 1950 each 
agency head is made responsible for the agency’s internal 
controls ‘including appropriate internal audit, and 
‘the effectiveness of ...internal audit and control’ 
is an element to be considered by the Comptroller Gener- 
al in determining ‘auditing procedures to be followed 
and the extent of [the GAO’s] examination of vouchers 
and other documents.’ This is in recognition of the 
practice, long sanctioned by the accounting profession, 
of limiting, even omitting, the detailed audit of trans- 
actions wherever the system of internal controls is 
found acceptable” (Page 204). 

The book is a valuable addition to accounting litera- 
ture as a general reference work on Federal Gover- 
ment accounting. Moreover, to encourage the use of 
the book as a text as well as for reference purposes, the 
authors have provided for teachers a problems book and 
a solutions manual. 


HERBERT, DIRECTOR 
Office of Staff Management 
U. S. General Accounting Office 


Hoimes, MAYNARD, Epwarps, AND MEIER, Elemeniary 
Accounting, Revised Edition (Homewood, Illinois: 
Richard D. Irwin, Inc., 1956, pp. 756, price $6.00). 


The express purpose of the authors is to provide a 
modern presentation of accounting principles and pro 
cedures for the typical one-year course of study. Ele. 
mentary Accounting is the first-year book of a coordi 
nated three-year series, but within itself contains the 
elements necessary for the non-accounting majors who 
will study accounting but one year. 

The strongest point in favor of this text is its extreme 
ly logical method of presentation of material and its 
concise, clear expression of language. The style of wnt: 
ing is a joy to read with short, straightforward, to-the- 
point sentences. This clarity of thinking is but 
by chapters which are subdivided into logical 
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sequences and headed by bold-faced captions, and fur- 
ther buttressed by a clear, easy-to-read type. 

The authors have an interesting starting point via a 
study of the balance sheet by presenting a series of suc- 
cessive statements. The same technique is used for the 
income statement. Throughout the entire text newer 
terminology is used. Misleading terms as “‘net worth” 
and “earned surplus” are abandoned in favor of share- 
holders’ equity and retained income. Chapter 2 takes 
up the general ledger by showing the relationship be- 
tween the ledger accounts and the balance sheet and 
income statement. 

Beginning with Chapter 3 a rather standard coverage 
of the usual topics is taken up in a first-year accounting 
course. Always, however, the same clarity of expression 
prevails. After treating the general journal, posting and 
closing in Chapter 3, the authors take up merchandise 
accounting. Chapters 5 through 7 deal with adjust- 
ments and worksheet illustrations. Here as elsewhere 
the student is amply guided by lucid examples. Chapter 
8 provides a good discussion of business papers and the 
many forms reproduced help the student visualize the 
procedure. 

Accounting for notes and discount is treated in Chap- 
ter 9. The authors take considerable space to explain 
the legal problems of negotiable instruments. It is the 
reviewer’s opinion that such legal aspects are better left 
to a course in business law rather than attempt to give 
a summary of the law in an accounting text. The same 
criticism may be made in some other chapters. Legal 
considerations of the characteristics of corporations, 
legal problems involving management and the duties 
of directors seem out of place in an accounting text. 

Chapters 11 through 13 take up the journals, includ- 
ing the voucher system. The coverage will probably 
satisfy most teachers since it is fairly standard. The 
chapters on Journals are followed by a discussion of 
cash, and chapters dealing with partnerships, and cor- 
porations. The reviewer’s chief criticism of the text is 
that the approach is from the “how to do it” rather than 
from the “why.” The mechanical approach, however, 
is utilized by most accounting texts and presumably 
has the widest appeal. Chapter 21 is an attempt to give 
some of the “why” or rationale behind income determi- 
nation and valuation. Then follows a chapter on re- 
ceivables, inventories, fixed assets, departmental ac- 
counting, and branch accounting. Here again the ap- 
proach is from the “chow to do it” view with little ration- 
ale developed of “why.” Two chapters on financial 
analysis, two chapters on manufacturing and cost ac- 
counting, and a final appendix chapter on taxes make 
up the remainder of the book. The authors offer a wider 
coverage of topics, than most teachers may wish to 
include in the year’s course. The teacher may select 
special topics and vary his course from time to time. 

Practice material seems ample and gives adequate 
coverage to the text material. Two practice sets are 
available. 

In summary, the text is carefully done and sparkles 
with its workmanship of presentation and clarity of 
expression. Adequate treatment is given to more than 
the usual number of first-year accounting topics when 
compared with the standard type of text. The chief 
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weakness of the text lies in its bookkeeping approach. 
This criticism is a personal one of the reviewer. Since 
most successful texts follow a mechanical viewpoint, it 
should be successful and satisfy most accounting teach- 
ers. 
GrorGE C. THOMPSON 
Associate Professor of Business and Accounting Law 
Graduate School of Business 
Columbia University 


H. S. Pace anp E. J. Koestier, Specialized Accounting 
(New York; Pace & Pace, 1957, pp. viii, 487, $7.00). 


This is the sixth volume in the Pace accounting 
series. With the appearance of “Specialized Account- 
ing,” the publishers have completed their new series, 
which has undergone thorough revision and up-dating 
in the process. As pointed out in the reviews of the other 
volumes, the roots of the Pace series were planted over 
fifty years ago, and it is a remarkable tribute to the 
authors who have participated in the successive revi- 
sions that their efforts have found such wide acceptance 
over such a long span of years. 

The scope of the present volume is understandable 
in view of its function in relation to the five other vol- 
umes in the same series, The subject-matter in this book 
is therefore devoted to topics which, as the authors see 
it, are necessary to rounding out a complete study of 
accounting (other than tax accounting, especially in- 
come taxes), through six semesters and six volumes. 

In organization, the book is patterned in the man- 
ner of its sister volumes. It is divided into eight sections 
or subject-matter areas, as follows. 

In Section I branch accounting is discussed in terms 
of branches that do not carry inventories, and those 
that do, and foreign branches, and the usual home office- 
branch relationships. In Section II retail accounting is 
studied, including the more common problems of the 
larger stores, namely, departmentalization, retail in- 
ventory method, expense classification and control, 
managerial reports, installment sales, and branch (chain) 
stores. 

In Section III over half the space is given to numer- 
ous aspects of consignment accounting, followed by 
shorter discussions of joint ventures, construction con- 
tractors’ accounts, and procedure and problems related 
to the discounting or sale of receivables. In Section IV 
the subject of discussion is estates and trusts, and the 
section is well-balanced between legal and accounting 
concepts, on the one hand, and details of bookkeeping 
and reporting on the other. In Section V attention is 
paid to the ailing business that may find itself in the 
hands of a receiver, trustee, assignee, administrator, or 
conservator, depending on the manner in which credi- 
tors or courts take to intervene in its affairs. The section 
gives a good account of fiduciary accounting and report- 
ing, including that bane of most students in this phase 
of their study—the statement of realization and liqui- 
dation! 

In the remainder of the book, the authors turn to 
institutional and governmental accounting. In Section 
VI, discussions deal with fund accounting as applied 
to hospitals, schools, clubs, societies, associations, and 
the like. The role of the budget in these situations is 
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described with due regard to its paramount importance 
in planning and, later, controlling operations. Section 
VII on the general fund and related matters, and Sec- 
tion VIII on the well-known special funds, present the 
basic concepts and procedures for local governmental 
accounting, usually referred to as municipal accounting. 

“Specialized Accounting,” like the other volumes in 
the Pace series, is intended to be a wise combination of 
the immediately and vocationally useful, on the one 
hand, and, on the other, a provider of educational back- 
ground in terms of fundamental concepts and the lore 
and logic that is accounting today. Nearly all accounting 
authors use this objective, but the end-product is nearly 
always a reflection of their individual and unique skills 
and propensities. The final judgment of how well the 
objective is realized remains in the hands of users of 
the book—the teachers and students. In the case of the 
Pace books, the fact that teachers and students have 
kept using them for five decades and more is testimonial 
enough of how well the above-mentioned objective has 
been realized. 

The back of the book contains some eighty-five pages 
of written assignments in the form of questions and 
problems—ample indeed. Teachers’ aids—a teacher’s 
answer book, and a lecturing guide—are available to 
adopting institutions, 

Harry D. KERRIGAN 
Professor of Accounting 
University of Connecticul 


Rosert E. WALLER: Oil Accounting (Toronto: Univer- 
sity of Toronto Press, 1956, pp. 93. Price $5.50). 


The growing significance of the oil industry in the 
Canadian economy created a need for an authoritative 
guide to oil exploration and production accounting. This 
brief monograph sponsored by the Canadian Institute 
of Chartered Accountants fulfills that need. No new 
theory is developed. The author accepts the basic postu- 
lates formulated by the American industry. However, 
these principles are adapted to meet the peculiarities 
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resulting from distinctive features in Canadian com. 
mercial practice and law. Differences between Ameri. 
can and Canadian treatment are most apparent in the 
handling of depletion and the composition and write. 
off of exploration costs. Under Canadian tax regulations 
depletion is a fixed percentage of mef income after aij 
exploration costs have been amortized. 

Where unsettled, controversial topics are discussed, 
a number of acceptable alternatives are stated in the 
text. Accordingly, the author outlines the different prin. 
ciples being widely followed at the present time by 
Canadian oil companies in accounting for such matters 
as the question of amortizing the cost of undeveloped 
properties; the disposition of well and equipment costs 
which are borne exclusively by an operator who has 
only a percentage interest in the well; the capitalizing, 
deferring, or charging off of exploration expenditures 
when incurred. In many instances, Mr. Waller favors 
that alternative which conforms with income tax re 
quirements, but he often fails to present a clear exposi- 
tion of those tax requirements. 

Because of the activities of unscrupulous stock pro- 
moters, the financial statements of oil companies are 
viewed with suspicion by many people. Therefore, in 
Chapter 10, Mr. Waller very wisely comments on the 
particular necessity of the oil industry to “go beyond 
the general standards of disclosure developed by the 
professional accounting bodies and to supplement é- 
nancial statements with informative data and explana- 
tions.” Many oil companies are already meeting this 
high standard in their published reports, and it is 
hoped that the others will follow their lead. 

Oil Accounting is a well written concise summary oj 
the basic principles underlying the accounting for petro- 
leum companies. This book is an important start in ob- 
taining uniformity in oil accounting in Canada. It 
should prove invaluable to the accountant employed 
by the oil industry and to the practicing auditor. 

J. Davip BLazouskE 
Assistant Professor 
University of British Columbia 
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ArTHUR O. DAHLBERG, National Income Visualized 

(New York: Columbia University Press, 1956, pp. 

x, 117, $3.50). 

In a series of 50 diagrams with explanatory text, 
and 19 tables and charts, this book presents “a graphic 
portrayal of how economic activity is measured.” The 
diagrams use three symbols to represent three activity 
groups: a single house-like structure for people as con- 
sumers; a factory-like structure to represent them as 
producers; and a domed structure for people as govern- 
ment. These symbols, drawn in perspective, are con- 
nected with “‘pipe-lines” to show the amount and direc- 
tion of the flow of economic activity, as measured and 
reported by the National Income Division of the U. S. 
Department of Commerce. 

The first 12 diagrams (Section I) introduces the 


reader gradually to the idea of pictorial representation 
and to the concept of the flow of economic goods and 
services, from factors to products, and from expendi- 
tures to income. A full round of changes are hung on the 
basic idea of “circular flow”’; that is, on the simultaneous 
exchange of factor payments (wages, rent, etc.) for pro- 
ductive services on one arc of the circle, and a similar 
exchange of finished products for consumption expendi- 
ture on the other arc; the arcs connecting “business” 
on one side with the “public” on the other. 

The next group of 22 diagrams (Section II) presents, 
with increasing complexity of detail, the flow, or dis 
bursement, of payments (costs) to the economic factors 
of production which jointly produce the national income. 
A final group of 16 diagrams (Section III) presents the 
material found in the major income and product at: 
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counts of the Department of Commerce report on 
national income. Included among the 16 diagrams are a 
number intended to clarify particular items or relations 
in these major accounts. 

The author’s obvious zest for visual aids, and his 
ingenuity in designing diagrams, have led him to at- 
tempt too much. The graphic method is an aid to under- 
standing. It aids by placing emphasis on a particular 
relation in time, or space, or magnitude between (or 
among) a very limited number of measurements. Detail 
and quantitative precision are subordinated to the main 
objective of presenting a correct over-all view of how 
one quantity is related to another. For example, a line 
drawing connecting the points that represent (say) the 
amount of national income each year will tell at a glance 
the pattern of change without at the same time provid- 
ing the exact amount of change from one year to an- 
other. 

When visual aids move from simplicity towards 
complexity and when much detail and many inter-rela- 
tions are presented in one diagram, then no amount of 
ingenuity in drawing or cleverness in choice of symbols 
will turn a complex idea into one that is easy to grasp 
on sight. As complexity increases, the graphic presenta- 
tion moves, in terms of demand on the reader, towards 
the table-text form from which it came, with this im- 
portant difference: the complex graphic form is more 
demanding of the reader than the complex table or text 
because we are more or less accustomed to complex 
tables and are unaccustomed to complex diagrams. 

On the basis of these considerations, the book under 
review has as many faults as virtues. When the author is 
portraying the fundamental concepts of national income 
accounting one or two at a time, his visual aids are ex- 
cellent. The circular flow, or double-entry nature of 
total economic activity is clearly pictured in Diagrams 
3, 4, 5, and 6 of Section I. 

In Section II, most of the diagrams are complex to a 
degree that detracts from their utility; yet even here, 
the few exceptions, notably Diagrams 18 and 19, de- 
serve praise because they express in visual form the 
relation of business out-payments to other business 
concerns and to factors of production with a simplicity 
that would be hard to achieve in verbal form. Towards 
the end of Section IT there is one diagram (No. 30) that 
seems to be one of the ends towards which the author 
has been striving. It is called “‘An Integration of Nation- 
al Income Definitions.” It contains the three basic sym- 
bols, but there are now solid pipes, broken pipes, ringed 
pipes, flow meters, numbers and words in profusion, all 
in one drawing measuring about 4 by 8 inches. In try- 
ing to do too much this diagram fails to accomplish its 
purpose. The reader is likely, at this point, to turn back 
to statistical tables and text for enlightenment. Though 
tables and text may be dull, they contain only words 
and numbers in conventional relations. 

The diagrams in the final section, a portrayal of the 
data in the major income accounts of the Department of 
Commerce, suffer, in general, from the same tendency to 
attempt too much. The six diagrams based upon the 
six major accounting tables may be helpful as reference 
material, provided the reader can find out which dia- 
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gram goes with which table. Unfortunately, the dia- 
grams in this final section do not always go with the ta- 
ble on the same page, and the correctional note, stamped 
in after printing, may, by adding confusion to complex- 
ity, be the straw that snaps the slender thread of reader 
patience. 

On the whole the book is disappointing. The idea is 
good; the drawing, skilled; the symbols, well chosen. 
In view of this, it is hard to say exactly what prevents 
a good idea plus technical competence from becoming 
a valuable contribution in a field of growing importance. 
In part, the explanation lies in the complexity of many 
of the diagrams; but there also seems to be a lack of 
organization of the material, with the result that there 
is no cumulative growth of understanding as the se- 
quence of charts unfolds. It is almost as if the author had 
on hand a considerable number of charts drawn for a 
variety of purposes, and, because these charts had 
been useful individually, it was assumed that they would 
be equally useful when assembled between the covers of 
one book. 

Joun N. WEBB 
Professor of Economics 
University of Florida 


RICHARD RUGGLES AND Nancy D. RuccLes, National 
Income Accounts and Income Analysis, Second Edi- 
tion (New York: McGraw-Hill Book Company, 
Inc., 1956, pp. viii, 458, Price $6.50). 


The general purpose and plan of the original edition 
has been retained in the second edition. Both editions 
are dedicated to the thesis that economics and econo- 
mists should concern themselves with empirical observed 
facts. By incorporating the complete framework of 
national income accounting into economics, the authors 
hope (1) to overcome “‘much of the vagueness of typical 
economic theory” and (2) “to bridge the gap that exists 
between micro- and macro-theory, i.e., between value 
theory and general equilibrium theory.” To this end, the 
material has been organized around the concepts of the 
national income accounts (Part One) and the theory of 
income analysis (Part Two). To create and erect a 
theoretical and structural framework as a tool of analy- 
sis, Part One attempts “to build up the national income 
concepts from the basic accounts of individual firms, 
government units, and households.” Part Two purports 
to be “an application of the framework developed in 
Chapters 1 through 5 to the specific problems of income 
analysis. By using national income accounts, greater 
rigor can be introduced into this field of theory, and the 
mechanisms by which saving and investment affect 
economic flows can be more readily understood.” 

The authors have made substantial changes in the 
second edition. In Part One, these changes take the 
form, very largely, of expansion and additions. The 
appendix to Chapter 5 makes a comparative survey and 
appraisal of the specific national income accounting 
systems used by the United States and the United Na- 
tions and a third system suggested by the authors them- 
selves. This appendix is concise, lucid, and excellently 
written and should be required reading in any course 
using this book as a text. Chapter 6, ‘National Income 


| 
| 


| 
| 
| 
| | 
| 


348 


Aggregates and Their Meaning” and Chapter 7, “‘The 
Use of National Income Aggregates for Comparative 
Analysis” are two new chapters and as such they repre- 
sent very useful additions, admirably treated. 

Chapter 9, “Related Systems of Economic Account- 
ing,” discusses and describes input-output accounting 
and flow-of-funds accounting. The treatment of input- 
output data represents a revision whereas the descrip- 
tion of flow-of-funds accounting represents an addition. 
The purpose of the chapter is to place the discussion of 
national income accounting in proper perspective. .. . 
This discussion of different forms of economic account- 
ing emphasizes the fact that no single system of eco- 
nomic accounting can serve all purposes. . . . Economic 
accounts must be designed to fit specific requirements.” 
As a consequence, “By describing other valid and useful 
forms of economic accounting, some idea of the limita- 
tions of national income accounting can be established 
and its general area of usefulness can be indicated more 
clearly.” This reviewer finds himself in complete agree- 
ment but he would like to see it emphasized more by 
a fuller and more complete treatment of both input- 
output and flow-of-funds accounting. Furthermore this 
chapter should be expanded to include balance-of-pay- 
ments accounting. 

To adequately fulfill its alleged function of erecting 
a structural and theoretical framework as a tool of 
analysis for subsequent application to income analysis 
in Part Two, Part One should include an explanation of 
the so-called ‘‘Nation’s Economic Budget” and a dis- 
cussion of “national budgeting.” 

In the new edition, Part Two, Income Analysis, re- 
tains the same general plan and design of the original 
edition, but very substantial changes have been made 
within it. 

In both editions, two chapters of an historical and 
empirical nature precede the more abstract approach 
to income analysis. They survey and discuss in broad 
non-technical terms the kinds of economic change that 
have occurred in the United States economy from 1790 
to 1954 (to 1947 in the first edition). These chapters aim 
to examine the context of income analysis and to focus 
sharply on the specific economic processes and the kinds 
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of economic change with which income analysis deals 
Moreover, “The empirical information in these two 
chapters also will provide useful background materia) 
for later chapters, and will acquaint the reader with 
some of the changes that have been taking place in the 
United States economy.” This analytical survey of 
economic history is eloquent testimony to the author’ 
belief that income analysis should be rooted and an. 
chored to empirical observed facts. 

The authors present their treatment of income analy. 
sis as a theoretical system very skillfully and competent. 
ly in progressive steps in five chapters. This section of 
the book “has been largely rewritten. The material op 
the mechanism of income analysis has been revised to 
include both the government and international trade ip 
the analysis. A much closer relation between Part One 
and Part Two has been established.” A five sector 
system (producers, consumers, government, foreign 
trade, and the capital sector) is developed and these 
five sector accounts are utilized to present both a graphi- 
cal and an accounting approach to the theory of income 


equilibrium and employment. The empirical support of | 


the consumption and investment functions, the multi- 
plier, and the acceleration principle is presented ably 
along with a candid discussion of its limitations and 
qualifications. The discussion of the determinants of 
both government expenditures and of foreign trade is 
lucid and expertly handled. 

Up to this point, the book has concentrated on fur- 
thering a better understanding of how the economy oper- 
ates. “Income analysis is thus an explanation of the 
process of cumulative adjustment in the economy..., 
Perhaps its greatest usefulness is in the field of economic 
policy for it leads to an understanding of the economic 
processes involved and delineates the various different 
ways that a given policy can affect the economy.” 
Quite appropriately, therefore, the book ends witha 
very competent and well written chapter on ‘Economic 
Policy and the Level of Economic Activity.” 

Witson L. FARMAN 
Associate Professor of Economics 
Colgate University 


Electronics and General 


Grorce KozmMetsky AND Pavut Kircuer, Electronic 
Computers and Management Control (New York: 
McGraw-Hill Book Company, Inc., 1956, pp. 296, 
price $3.75). 

Much has been written in recent years about the 
“managerial revolution” and the advent of the pro- 
fessional manager. We are reminded often that the 
day of the robber baron (on a large scale) is past. The 
statement is frequently made that we will not again 
see the development of gigantic industries largely 
through the efforts of one or two men as was the case 
with Ford, DuPont, etc. Today’s business leaders are 
skilled in the managerial sciences and use scientific 
tools and professional skills that were not available to 
their predecessors in making business decisions. The 


electronic computer, as viewed by the authors, is a tool 
that was developed out of necessity for furthering the 
scientific approach to the solution of business problems. 
This book has been directed primarily to the business 
executive and accordingly the discussion of the technical 
aspects of electronics has been limited to general back- 
ground information. 

Kozmetsky and Kircher have performed a needed 
service in projecting their sights beyond the applica- 
tion of electronic techniques to the handling of ac- 
counting data, sales statistics, etc., simply as a means to 
process the same data more quickly or more cheaply 
than is presently being done. The authors point out that 
the decisions whether or not to embark on a computer 
program are based on anticipated savings in clerical 
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costs which become apparent through initial studies 
or on the desire for greater speed in such activities as 
the processing and billing of sales orders, etc. The con- 
cept embodies a completely integrated system using 
electronic computers as the basic tool which manage- 
ment may use—not only for the processing of immediate 
data and for the preparation of historical reports, but 
to serve in long-range planning referred to as “program- 
ming,” short-range planning referred to as “scheduling” 
and comparison of projected and actual achievements 
referred to as “feedback.” The authors have used the 
words “programming,” “scheduling” and “feedback” 
in a different context from that already widely used 
in the field. This choice of words might be somewhat 
confusing to the reader already versed in computer 
terminology; however, to the layman these words do 
express the authors’ concept of the inter-relation of the 
computer and management control. 

The volume may be divided roughly into three major 
portions. The first four chapters, comprising the first 
96 pages, are devoted to an inquiry into the reasons 
why management should be interested in computers, 
a simplified description of the electronic computer, a 
brief survey of electronic methods of data processing 
and a review of studies and applications of electronic 
systems. The second major portion of the book consist- 
ing of chapters 5-12 discuss the administrative problems 
that have been experienced by companies which have 
adopted electronic installations and point to the use of 
these electronic computers as tools in the scientific 
approach of operations research to assist in management 
planning and control. A chapter is devoted to automa- 
tion in the factory as well as in the office. In fact the 
entire business enterprise as an ‘‘automated” whole with 
a minimum of deviation from plan and of necessity for 
laborious clerical effort from the initial plan through 
the actual carrying out of the plan is reviewed. This 
section covers also the challenge of these new techniques 
to the executive and to society as a whole. The third 
major portion of the book is found in the appendices 
to which the authors have relegated certain technical 
aspects of the language of the computer, including bi- 
nary digits, programming, equipment and a discussion 
of mathematical techniques for expressing integrated 
data systems, 

The first section is devoted to a review of investiga- 
tions and conversions to electronic systems and men- 
tions a number of companies which have installed either 
general purpose equipment or special purpose machines. 
While a number of companies have made claims of 
great strides in their installations, the amount of actual 
progress is not presently known. As recently as Novem- 
ber 21, 1956, the Wall Street Journal commented that 
the Internal Revenue Service permits the filing of 
quarterly reports under the Federal Insurance Contri- 
butions Act on magnetic tape. The statement is made 
that although the Internal Revenue Service is trying to 
encourage this form of submission, so far General Elec- 
tric is the only firm that has accepted the invitation. 

The position of the computer group in the business 
organization is discussed. Mention is made of one com- 
pany which had an operations research group, a com- 
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puter-applications group and an analysis and control 
group for management controls. The fact that conflicts 
have arisen was inevitable. The requirements and abili- 
ties of a computer group are unique. The language which 
they speak is one that is new and perhaps frightening to 
the business executive. It is difficult to conceive, how- 
ever, of any business organization in which the com- 
puter, operations research or other such group will 
achieve other than a staff function. Management must 
still manage. Decisions must still be made by line execu- 
tives using new and improved information from tech- 
niques which have never before been available. (A car- 
toon recently pictured the President of a corporation 
standing before a “mechanical brain” and telling his 
computer operator in tones of exasperation, “Suppose 
you let me do the thinking around here!’’) 

The volume is a valuable contribution to the litera- 
ture of management science and should find a welcome 
spot in the library of those interested in this field. 

J. R. Jones 

G. L. Hamrick 
Arthur Andersen & Co. 
Atlanta, Georgia 


Tue InstITUTE OF INDUSTRIAL AND Works ACCOUNT- 
ANTS, Cost Reduction (London: Gee & Company, 
Ltd., 1956, pp. 49, 6s). 

Like so many recent English industrial publications, 
this small book is concerned with the problem of increas- 
ing industrial productivity in order to improve the pres- 
ent and future national welfare of Great Britain. While 
one must sympathize with this objective, and admit of 
the importance of cost reduction as the means of achieve- 
ment, it must also be stated that this end is not likely 
to be advanced appreciably by the appearance of this 
book. Addressed, as it is, to the whole problem of in- 
dustrial cost reduction there is loss of meaningful con- 
tent in an attempt to be comprehensive. Perhaps this 
result was inevitable for the book represents the work 
of various Branch Research Committees of the Institute 
the contributions from which have been collated and 
prepared for publication by Mr. H. Kirkman, F.CW.A. 
of the Institute’s Research and Technical Committee. 
With so many contributors preparing information upon 
a topic with which, by the Institute’s own admission, 
none have had experience, the resulting list of platitudes 
might have been expected. 

The specific objective of the work and how it differs 
from cost control is admirably set forth in the following 
initial statement: 

Cost control, as generally practiced, lacks the 
dynamic approach to many of the factors affecting 
cost which planned cost reduction demands. The 
tendency is to accept standards once they have been 
fixed and to leave them unchallenged over a period, 
although the variances from starmdard receive a close 
attention, often resulting in some contribution to 
improve operating efficiency. 

In cost reduction, on the other hand, standards 
must be constantly challenged for improvement. 
There is no phase of the business which is exempt 

from cost reduction. Products, processes, procedures, 
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and personnel are subject to continuous scrutiny 
to see where and how they can be reduced in cost. 
Under cost control methods variances show the effec- 
tiveness of control almost daily. In cost reduction 
the potential savings are buried in the standards and 
can only be dug out by continuous and planned re- 
search. 


Unfortunately, from this point on the study degenerates 
into renditions of the obvious, frustrating little homilies, 
and the like. 

The book is divided into seven major sections, the 
first two of which deal with the reasons for adoption 
of a formal plan for cost reduction and some rather 
naive suggestions regarding organization. Following 
this are four sections which take up in turn the four 
major areas of industrial planning—design, factory 
organization and production methods, marketing, and 
finance. The last section is a brief conclusion. Within 
the four major areas the work is further subdivided by 
topic, under each of which is to be found a list of sug- 
gested possibilities for cost reduction. Almost all are 
commonplace and fail to include any information as to 
how the problems might be analyzed. The needs for 
“sound appreciation,” “bold long-term policy,” “useful 
information,” “careful consideration,” and the like are 
stressed without any attempt being made to define what 
is meant by the terms. The entire subject of capital 
budgeting is discharged in three lines which admonish 
the reader to remember that “capital employed in the 
business, in whatever form it may be represented, should 
produce the maximum possible return.” 

For these reasons it is necessary to conclude that 
what value the book may have lies in the fact that it 
does provide a checklist of possible sources of cost re- 
duction. This, in itself, may be sufficient for as the au- 
thors point out: 


These recommendations may appear to be elemen- 
tary in conception, but there are few concerns in 
which a systematic investigation... supported by 
scientific and objective analysis of the problem, is 
carried out as a regular feature of management. 


Accountants, in general, would do well to remember 
the recommendations and to realize that cost contro] 
differs markedly from cost reduction. 
EpWArRD L. WALLACE 
Associate Professor 
The University of Buffalo 


. L. Treynor anp RicHarp E. VANcit, Machine 
Tool Leasing (Boston: Management Analysis Center, 
Inc., 1956, pp. 147, Price $15.00). 

The essential purpose of this book is to provide an 
analytical method for evaluating “buy vs. lease.” 
The analytical method is reduced to a series of tables 
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which are intended to furnish quantitative data enabling 
a firm to compare the “costs” between renting or pur. 
chasing machine tools. 

As recognized by the authors, the principal complicat. 
ing factors in reducing the problem to universally ap. 
plicable terms (i.e., tables) arise from: 

1, The multiplicity of plans for leasing, as offered by 
the various machine tool firms or third party 
financial houses, and 

2. The several variables which must be considered, 

The authors have solved the first complication by 
constructing tables for each of the various leasing 
plans. The second problem has been met by an attempt 
to reduce some of the variables to constants by making 
certain arbitrary assumptions, such as the future rate 
of income taxes and a single method of depreciation. 

The principal value of the book to the average busi- 
ness man would result, not only from the use of the 
tables but even more from the listing of the “factors to 
be considered,” together with a method for employing 
these factors in arriving at a quantitative basis fora 
decision specifically applicable to the individual prob- 
lem at hand. A check with the applicable table, after 
making the specific computations, would indicate the 
range of variation from the tables, which, because oj 
the use of predetermined income tax and depreciation 
rates, are admittedly strongly biased against leasing. 

One of the more important “factors to be con- 
sidered,” which is generally ignored in making compv- 
tations of this nature, is termed “desired earnings rate.” 
It is in the development of this concept that the authors 
make an outstanding contribution to the thinking on 
this and many similar problems. 

As stated in this book, the judgment required to 
establish the desired earnings rate should be based on 
the risks associated with the investment. This judgment 
factor is frequently overlooked in appraising the retum 
on investment not only between alternative courses of 
action but also in comparing and evaluating the retum 
on present investments. Too often, management views 
with disfavor a lower return obtained from one activity 
in comparison with another when, in reality, the com- 


parison should also give consideration to the relative | 
risks involved, Although the authors have not recom- [ 


mended a specific technique for appraising relative 
risks, the simplest approach might be a breakeven point 


analysis, which would at least measure relative vulner- | 


ability to economic fluctuations. 


It is believed that the material and data presented 


by Messrs. Treynor and Vancil provide an excellent 
and worthwhile contribution to the literature on this 
subject. 
M. Topp 
Supervisor, Management Services Department 
Arthur Young & Company 


Finance 


Erwin W. BoeuMLer, Epitor, Financial Institutions, 
Revised Edition (Homewood, Illinois: Richard D. 
Irwin, Inc., 1956, pp. xx, 668, $6.50). 


When the first edition of Financial Institutions was 
published in the Spring of 1951, it represented a major 


break in the traditional approach to the beginning 
finance courses being taught in business schools. Trad: 
tionally these courses emphasized specific areas of inter 
est, such as money and banking or corporation financt 
or a blend of these two areas. Moreover, much of the 
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approach to these specific areas was historical and theo- 
retical to the extent that many ether important phases 
of the financial structure of our economy were given 
little or no attention at the beginning level. 

In the desire to rectify the inadequacies of the tradi- 
tional beginning finance courses, an institutional ap- 

to the financial structure of our economy was 
considered to be the more suitable. Accordingly, the 
first edition of Financial Institutions set forth a frame- 
work emphasizing the functions and interrelationships 
of the major institutions in the financial world. It sub- 
scribed to the idea that a broad survey of the field would 
be the most appropriate background for either advanced 
work in the finance field, or general interest in this area. 

The revised edition continues to use the same 
basic approach and philosophy of its predecessor. After 
a brief introduction to the finance field, the major insti- 
tutions are discussed from a functional and non-mone- 
tary point of view. Next those institutions dealing pri- 
marily with the monetary aspects of the economy are 
examined; and, finally, international financial relation- 
ships complete the text. 

In large part, revision improvements were dictated 
either by structural changes in the financial institutions 
in the five year interval between the publication of the 
two editions, or the desire to improve upon the method 
of exposition. Fortunately, both types of improvements 
are found in the revised edition. Data necessary for the 
understanding of financial institutions and regulations 
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governing them have been brought up to date. Wider 
use of exhibits and charts throughout the book have im- 
proved its usefulness for the level of student to which it is 
directed. And, in many instances considerable improve- 
ment has been made in verbiage in explaining the com- 
plicated structure and functions of our financial system. 
Ali of these changes have made the book more useful 
as a beginning finance text. 

Accountants in general will find this book useful in 
carrying out some of their professional responsibilities. 
To the extent that they are consulted by businessmen 
on matters of financial policy, it is often difficult to trans- 
late many of the complicated institutional relationships 
to clients so that they will grasp easily the structural 
changes and their impact upon the business scene. This 
difficulty is present in those cases of small and medium 
sized businesses where operating problems alone re- 
quire a substantial portion of the businessman’s time. 
Failure to comprehend the functions and structure of 
the financial community can be most critical to busi- 
nesses of this type. Fortunately this book offers a frame 
of reference quite suitable for those confronted with the 
necessity for a knowledge of the financial community 
when other business operations consume the bulk of 
their time. Ready availability of this book for the use of 
such clients could prove to be a worthwhile investment. 

Henry I, KESTER 
Associate Professor of Finance 
University of Colorado 


Statistics 


Apotex G. ABRAMSON AND RussELL H. Mack, Epirors, 
Business Forecasting in Practice: Principles and Cases 
(New York: John Wiley & Sons, Inc., 1956. Pp. xiii, 
275. $6.50). 


This book consists of eight chapter, each written by 
a different author. The first two chapters were written 
by the editors, and each of the remaining six chapters 
consists of a case representing a short-term forecast of 
business conditions. It is the purpose of each case to 
give an actual forecast and then follow up with an analy- 
sis of the basis for the forecast. 

Chapter 1 is a summary of business cycle theories. 
Considering the complexity of the subject, it is not sur- 
prising that this is somewhat superficial and is probably 
rather meaningless to the reader unless he is already 
familiar with the subject. 

Chapter 2 presents a brief description of various 
methods or techniques used by business forecasters. 
Since the purpose of the book is to explain how business 
forecasts are made, this chapter should be of strategic 
significance. However, it does very much as all other 
books on forecasting have done, namely, merely de- 
scribes a number of devices that may on occasion be of 
some assistance in predicting the direction in which the 
economy will move. None of them is specific enough or 
gives enough assurance of success to receive even a 
lukewarm recommendation for use. The thirty years 
since Hardy and Cox suggested the alternative methods 
of “cross-cut analysis” and “historical comparison” 
have provided a number of new procedures, but none of 
them can properly be considered methods of making a 


forecast. Improved statistical data have made possible 
the detection of change more promptly and with greater 
accuracy, but techniques for anticipating the changes 
with any degree of reliability still do not exist, and fore- 
casts continue to be largely subjective judgments. 

Any contribution that the book makes to business 
forecasting is in the six cases presented in Chapters 3 to 
8. The cases are good examples of the kind of forecasting 
business men must do and offer valuable material to a 
student of the subject. Each case begins with an actual 
forecast made since the end of World War IT. Each fore- 
cast is then followed by an attempt to analyze the theory 
underlying the author’s predictions of business condi- 
tions, a description of the forecasting techniques em- 
ployed, a description and evaluation of the statistical 
data used in making the forecast, and a brief discussion 
of the uses made of the forecast in the operations of the 
business. Using the forecast consisted first of deriving 
from the general business forecast both an industry 
and a company forecast. The latter was then available 
for use by company executives in planning the opera- 
tions of the business. 

The logic of the outline of the cases is sound, but 
difficulty is encountered in carrying out its full promise. 
It is logical to assume that a forecast must be based first 
on a sound theoretical analysis of the causes of business 
fluctuations. An understanding of the causes of the 
changes in business conditions should make possible 
the selection of the statistical data needed to make a 
forecast, and this selection, of course, should depend 
also upon the methods of analysis to be used in making 
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the forecast. Although many statistical series that fore- 
casters would like to have are not available, the quality 
of the information available has probably improved 
more than the accuracy of the forecasts based on this 
data. 

The extent to which the authors of the cases have 
been able to follow the expressed intentions of the edi- 
tors varies from case to case, but in general the perform- 
ance illustrates the problem that has always confronted 
the business forecaster. There is no general agreement 
on the causes of the changes in business activity after 
they have occurred, so it is not surprising that it is diffi- 
cult to determine currently what causal factors are oper- 
ating and then to project these factors in the form of a 
forecast. The result is a forecast that is in reality an 
opinion that can be supported only as a judgment. The 
relationship between the forecast and the author’s 
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theory of the business cycle in every case is difficult to 
identify. It is also difficult to find any clear statement in 
the cases of the precise techniques used in arriving at 
the forecast. 

In spite of the difficulty the authors of the cases have 
experienced in presenting a logical support of their fore- 
casts, the cases are good examples of what can be done 
toward making a forecast of business conditions. In an 
area where objective analysis is difficult and much reli- 
ance must be placed on judgment, the study of actual 
cases seems to be particularly valuable. For this reason 
the case material presented in this book is a valuable 
addition to the literature on business forecasting. 

Joun R. Stockton 

Professor of Business Statistics and 

Director of the Bureau of Business Research 
University of Texas 


Taxes 


Francis Evcene LaBrir, with the assistance of 
Marcet BELANGER, Introduction to Income Tax 
Law, Canada (Toronto: C. C. H. Canadian Limited, 
1955, pp. 388, $7.50). 


Professor LaBrie has managed in his text to deal 
very competently with the legal aspects of taxation and 
yet present his information in a form which is under- 
standable to the laymen. This ¢>es not mean that this is 
an easy book to read, because it is not, particularly 
certain parts dealing with income tax and the corporate 
entity, and certain of the special cases. It is clear enough 
for students to follow and yet deep enough to provide 
all the necessary intellectual stimulus. An intriguing 
aspect of the book is the frequency with which the 
author raises questions which he does not attempt to 
answer. In some cases there is no apparent answer and 
in other cases the determination of the answers will 
provide lively class discussions. 

The text is set out in eighteen chapters, a case table 
and a topical index. The progression through the book 
follows very closely the Canadian Income Tax Act, and 
therefore makes cross reference with the Act particu- 
larly easy. The most important chapters, in sequence, 
cover the concept of income, income from property and 
business, income from office and employment, receipt 
of income, measurement of business income, items in- 
cluded and excluded from income, deductions in com- 
puting income, the computation of taxable income, ex- 
emptions and special cases, and income and the corpo- 
rate entity. Another aid tofurther reference is the con- 
stant use of court decisions. Most of these are only 
briefly commented on, but sufficient reference is given 
to enable them to be looked up in the original source. 
Most chapters have at the end of them a useful list of 
suggested supplementary reading for those who are 
interested in further details concerning the content of 
the particular chapter. Also reproduced in the text are 
eleven pages of the most important tax forms, some of 
which have been filled out for the benefit of the reader. 
Included also are a substantial number of accounting 
examples and illustrations. 

Introduction to Income Tax Law is a good text and an 


admirable reference for anyone concerned with the legal 
aspects of Canadian taxation. 
D. B. 
Associate Professor of Commerce 
University of British Columbia 


W. L. Crom, Fiscal-Year Reporting for Corporate In- 
come Tax (New York: National Bureau of Eco- 
nomic Research Inc., 1956, pp. 65, $1.25). 


The increasing number of fiscal-year tax returns is 
an important development both for the accountants 
who prepare and file the returns and the statisticians 
who analyze and interpret the statistics compiled from 
the returns. 

The author made an analysis of the special tabula- 
tions of fiscal-year returns which have been compiled 
by the Internal Revenue Service and published in suc- 
cessive annual issues of Statistics of Income. This paper 
is a report on the major results of the study with com- 
mentaries upon certain implications of the more im- 
portant findings. 

The results of the study are presented in three parts. 
Part I includes the material on fiscal-year reporting by 
corporations regardless of industry or size. Part II re- 
ports the variations among industries. The differences 
among various size classifications is reported in Part 
III. Eighteen statistical tables are included in the text 
of the report. 

The number of returns filed is the most frequently 
used measure of the extent of fiscal-year reporting. Other 
measures, such as the assets or net income of the report- 
ing corporations, are also used in many of the tables. 

A number of interesting facts were established by the 
study. Following is a brief summary of the more im- 
portant: 

1. There has been a steady increase in the use of 
fiscal-year tax returns by corporations. The per- 
centage of the total number of corporate income 
tax returns filed on a fiscal-year basis increased 
from 12 to about 34 during the twenty-two year 
period, 1928-1950. 

2. Fiscal-year reporting is more common among the 
smaller corporations. When based on the total 
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assets of the reporting corporations instead of the 
total number of returns, the percentages of those 
filing on a fiscal-year basis to the total for all 
corporations are not only much smaller but the 
rate of increase in recent years is much less strik- 
ing. In 1949, the total assets per return averaged 
$359,000 for those reporting on a fiscal-year basis 
and $1,330,000 for those reporting on a calendar- 
year basis. 

3. The fiscal-year ending June 30 is the most com- 
mon fiscal-year period. This is true whether meas- 
ured by number of returns or total assets. 

4, Fiscal-year reporting varies greatly among indus- 
tries. The extent of its use in each of eight 
broad industrial divisions is indicated by the fol- 
lowing analysis of 1949 corporate returns. 

Percentage of fiscal-year 


returns to total returns 
Number of returns Total assets 


Agriculture . 44.8 37.9 
Mining... .. 31.8 15.4 
Construction. . 36.6 33.9 
Manufacturing. 40.2 23.3 
Public Utilities. 22.2 1.8 
Trade...... 41.4 46.3 
Finance. . . 18.3 4.2 
Services. 37.9 40.5 


More detailed classifications are available in the various 
tables. For example, the analysis of fiscal-year reporting 
by industries includes seventy-seven specific industries. 
Detail on the use of different fiscal-year periods by each 
of fourteen industrial divisions is another example of 
information available in this report. 

W. E. DIcKERSON 

Professor of Accounting 

Ohio State University 


Cuartes L. B. LowNDES AND ROBERT KRAMER, Federal 
Estate and Gift Taxes (Englewood Cliffs, New Jersey, 
Prentice-Hall, Inc., 1956. Pp. xxii, 1028, $25.00). 


This book can be helpful to “the experienced practi- 
tioner,” “the general practitioner,” and “the student 
beginning his studies,” for all of whom it was written. 
Persons in the first group can be refreshed by the review 
of cases in the context, not of one tax alone, but of com- 
parisons and contrasts between federal estate, gift and 
income taxes. Practitioners and students may commend 
the authors for their painstaking and enlightened 
exposition of the meaning and application of the tax 
tules, Although the authors are writing for lawyers, ac- 
countants also should find in this book instruction and 
guidance both for their income tax practice and for their 
participation with legal counsel in estate and gift tax 
return preparation and estate planning. 

The authors have selected the practical approach of 
treating estate taxes and gift taxes in separate parts in 
preference to approaching estate and gift taxes as related 
devices for taxing transfers. In Part III there is a delib- 
erate interw eaving of estate, gift, and income tax con- 
siderations in the context of tax planning for estates. 
However, even in the first two parts, and especially in 
Part II on gift taxes, the related federal taxes are drawn 
into the discussion of the individual transfer taxes. 
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Income tax concepts and rules are brought in where 
they will throw light on the operation of the transfer 
taxes. Matters which are common to both the estate 
tax and the gift tax, such as the community property 
background to the marital deduction, and the rules 
governing powers of appointment, are developed in full. 
Dual-tax aspects of inter-vivos transfers are emphasized 
throughout. 

The first three chapters of Part I form a reasonable 
but undistinguished introduction to the estate tax. After 
characterizing the typical state death duty as an inheri- 
tance tax, the form of the federal estate tax is identified. 
Most of Chapter 4 is given to the positive aspect of the 
parent plant known as Section 2033 of the federal tax 
nursery. 

Much of the complexity of the federal estate tax is 
due to the policy of catching transfers made during life 
which were substitutes for a testamentary transfer. 
Chapter 5 treats transfers made in contemplation of 
death. Chapters 6 through 9 deal with the several classes 
of transfers which have, as a common denominator, the 
taking effect at death. 

Although the authors refer to the development in 
Chapter 6 as a “haphazard process,” a chronological 
analysis of landmark cases on transfers taking effect at 
death is necessary to any study of the federal estate tax. 
The value of this approach is more than nostalgic, since, 
as the authors point out, the statutory provisions are 
the result of congressional dissatisfaction with the solu- 
tions worked cut by the Supreme Court in the latter’s 
interpretation of the original basic provision. The au- 
thor’s factual analyses of these cases is well balanced 
with critical comments. 

While transfers with reservation of a life interest and 
revocable transfers have been taxed principally under 
specific provisions, transfers dependent on survivorship 
have been taxed under the general provision relating to 
transfers taking effect at death. The latter specific class 
of transfer is developed both chronologically and analyti- 
cally in Chapter 7, where the elements of survivorship 
and reversionary interest areidentified. May v. Heiner 
and the Joint Resolution of March 3, 1931 introduce the 
treatment of transfers with reservation of a life interest 
in Chapter 8, where the broadened scope of the statutory 
provision beyond a life interst is noted, and where an 
understanding of the requisite type of propery interest 
is developed through analysis and illustration. The close 
practical connection between the reservation of a prop- 
erty interest and of a power serves the authors as a 
bridge to the discussion of revocable transfers in Chap- 
ter 9. Included in this chapter is a discussion of con- 
tingent powers, and the release of powers in contempla- 
tion of death particularly in connection with reciprocal 
trusts established during the testator’s lifetime. 

The peculiarities of joint tenancies, powers of ap- 
pointment, and life insurance in relation to technical 
property conceptions of these interests explain |the spe- 
cia) statutory provisions governing them. Gift tax pro- 
visions enter prominently into the discussion of powers 
of appointment. Chapter 13 concludes the treatment of 
the gross estate with a discussion of the broadly applica- 
ble limitation that, in general, property transferred by 
an inter-vivos transfer is not includible in the gross estate 
as a transfer in contemplation of death or taking effect 
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at death where the transfer was for an adequate and full 
consideration in money or money’s worth. 

Deductions from the gross estate to arrive at the 
net estate are developed in Chapters 14 through 18. 
The problem of adequate and full consideration is noted 
again, in connection with the deduction of claims and 
the authors outline the deductions for the exemption, 
expenses, indebtedness, taxes, and losses. Transfers for 
public, charitable, and religious uses, and the marital 
deduction cover four chapters. 

Valuation problems are discussed subsequently, on 
the ground that such problems are not limited to the 
determination of the gross estate, but arise also in the 
valuation of property for the charitable and marital 
deductions and in connection with amounts deductible 
as claims. 

Computation of the tax, the determination of credits 
against the tax, and an introduction to the credit for 
previously taxed property are discussed in the conclud- 
ing chapters on deductions. 

Part I on the estate tax is rounded out by the inclu- 
sion of two chapters on jurisdiction, estate tax on non- 
resident aliens, situs of property, and procedural topics 
in connection with filing returns and making payments. 

The authors explain the gift tax in Part II, and allo- 
cate the materials over 14 chapters, several of which 
have less than 10 pages. The first three chapters cover 
introductory material, describe the pattern of the gift 
tax, and indicate some problems arising from the ab- 
sence of a statutory definition of a taxable gift. Taxable 
gifts are illustrated in terms of subject-matter. Char- 
acter and capacity of donor and donee are briefly exam- 
ined. The analysis of the concept of “transfer” intro- 
dues the subsequent contrast between complete and in- 
complete transfers. The two chapters on transfers which 
are not taxed under the gift tax because they are incom- 
plete should be read also in connection with Part I on 
the estate tax. 

The annual exclusion and the several deductions are 
described and the provision for split gifts is briefly out- 
lined. For a more complete understanding of charitable 
transfers and the marital deduction under the gift tax, 
the authors refer back to the more extended discussion of 
similar deductions for the estate tax. The description 
of the gift tax also is rounded out by chapters on juris- 
diction, procedure, and similar topics as in the case of 
the estate tax. 

The stated purposes of Part III are “to note the 
general principles which underlie most successful tax 
plans for estates, and to comment upon some of the 
more obvious methods of keeping taxes at a minimum.” 
Following an introductory chapter, the authors apply 
the next four chapters to an extended consideration 
of the use of two basic methods of reducing taxable 
estates, singly and in combination. These are the use of 
inter-vivos transfers to get property out of the taxable 
estate, and the creation of successive estates to avoid a 
second tax. In connection with the use of inter-vivos 
transfers, certain mathematical factors are explored 
and some legal problems and property characteristics 
are examined. While a second tax may be avoided by 
the creation of successive estates, the marital deduction 
provision has placed the taxpayer in a dilemma where 
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the life estate would otherwise go to a spouse. The 
thors explore factors relevant to the choice of 1 
deduction as against successive estates and illustra 
the steps in the planning of a power of appointmes 
marital deduction trust. 

Under the principle of making full use of dedueti 
Chapter 6 considers gifts to charity as a means of 
ing transfer taxes. Payment problems are identified. 
assuring liquidity of the estate and as providing for 
distribution of the burden of the tax in the light of tf 
legal presumptions as to the testator’s intent. Disey 
of the provision of liquid funds for payment of thee 
tax properly includes the income tax aspects of rede 
tion of stock to pay death duties. In the final chi 
of Part ITI, the authors comment on “seven basic ¢ 
acteristics of the income tax” (realization, exclusic 
certain types of gains, distinction of capital gains 
ordinary income, periodicity, the net concept, prog 
sivity, and tax entities). a 

In addition to the index, the text of the book is 
plemented by a table which compares provisions 
the 1954 Code with those of the 1939 Code, by numba 
and a table of cases which has a somewhat awkw 
referencing to chapter sections rather than to p 
of the text. Numerous footnotes, many of which 
more than references, add to the usefulness of the b 

Identical propositions, with variations in form, @ 
stated at several places in the book. This appan 
duplication is deliberate, and results in a more comp 
treatment of individual sections under various 
cations. Numerous contrasts and comparisons are mi 
between the estate tax and the gift tax. There ig) 
judicious inclusion of income tax considerations. Ti 
categorical development of each transfer tax, how 
while resulting in a more valuable work, leaves imp 
sions of repetitiveness when the text is read consecutiv 
ly. In a number of instances, the chameleon charaett 
of the book’s organization is displayed through conve 
sion of the forward-looking treatment in Part III toa 
after-the-fact consideration, in Parts I and II, of t 
consequences of what was in fact done. . 

The style is factual and thoughtful, with a scatter 
leavening of the technical material and straight-fo 
opinions with colorful words and phrases such as “m 
succinctly, but no less obscurely,” or “periphery 
protective taxes.” Decidedly overworked is the phn 
“from a practical point of view.” 

The accountant’s concern, in estate and gift taxation 
is not limited to the mathematics of the taxes, The 
countant who undertakes to participate with attorm 
in helping the executor or administrator to prepare t 
estate tax return or to plan an estate should know 
much as it is possible to know about the practical p 
lems which center around transfers, and about the le 
rules which are designed to facilitate or hinder cond 
in connection with lifetime and testamentary 
In addition, such knowledge complements the ince 
tax implications of transfers. The book here revi 
should contribute to the accountant’s effectiveness 
member of an estate planning team. 

Harvey T. DEINZER 
Professor of Accounting 
University of Florida 
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